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Preface 


Cases  in  Series.  Problems  of  General  Management  is  a  series  case- 
book. The  thirty-five  separate  cases  and  notes  come  from  only  five 
industries  and  seven  companies.  Some  of  the  cases  are  designed  so  that 
knowledge  and  insight  gained  by  study  of  background  industry  infor- 
mation can  be  applied  to  more  than  one  firm  in  the  industry  ( as  in  the 
watch  industry  series).  Others  are  arranged  so  that  accumulating  fa- 
miliarity with  a  single  company  can  be  applied  to  successive  problems 
until  finally  the  situation  of  the  whole  enterprise  in  its  competitive  en- 
vironment can  be  understood  (as  in  Midway  Foods).  We  intend  to 
present  the  full  range  of  general  management  responsibility  in  each 
instance.  The  number  of  different  situations  and  industries  has  been 
limited  to  permit  a  degree  of  thoroughness  and  depth  which  may  use- 
fully complement  the  advantages  of  studying  single  cases  drawn  from 
such  casebooks  as  Policy  Formulation  and  Administration  (Smith  and 
Christensen,  Irwin,  1959)  or  our  own  forthcoming  Business  Policy: 
Text  and  Cases. 

Why  Study  Business  Policy?  We  believe  that  Business  Policy  is 
an  important  subject  for  students  of  business  administration  at  all 
levels.  For  executive  participants  in  university  executive  programs  or 
in-company  management  seminars,  the  study  of  the  functions  of  gen- 
eral management  has  immediate  relevance.  Such  men  recognize  the 
need  for  rationally  determined  corporate  objectives  and  policy  and 
know  their  own  inexperience  in  planning  for  the  future. 

For  undergraduate  and  graduate  students  of  business,  the  study  of 
policy  may  appear  less  relevant,  but  it  is  not.  Some  students  will  of 
course  rise  to  top  management  positions.  Given  native  ability,  their 
capacity  to  learn  general  management  skills  from  actual  experience  in 
their  chosen  industries  should  be  enlarged  by  acquiring  concepts  for 
analyzing  the  present  and  future  competitive  opportunity  for  a  firm,  for 
determining  a  conscious  corporate  strategy,  and  for  devising  an  organ- 
ized program  for  executing  it  in  a  dynamically  competitive  environ- 
ment. 

But  even  more  important,  all  intelligent  contributors  to  the  total 
progress  of  a  business  organization  should  be  equipped  to  recognize  the 
need  for  policy  and  their  opportunity  to  contribute  to  it.  Management 
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tasks  have  become  so  complex  that  it  is  nor  enough  to  have  junior  man- 
agers and  supervisors  doing  what  they  are  told  without  knowing  what 
actual  and  potential  contribution  their  activities  make  to  the  total  en- 
terprise. The  specialist  is  more  valuable  if  he  knows  the  ultimate  pur- 
pose he  is  serving  or  could  serve.  The  day  of  the  departmental  bureau- 
crat who  is  concerned  solelv  with  his  parochial  problems  and  ambitions 
without  reference  to  other  departments  or  the  organization  as  a  whole 
is  nearing  its  end  both  in  government  and  business. 

Business  Policy  is  important  for  the  student  as  well  as  for  future 
managers  in  middle-  or  top-level  positions.  Its  themes  are  integrative  in 
character.  Study  of  the  functions  of  general  management  requires  that 
concepts  learned  in  other  courses  be  drawn  upon.  Study  of  these  cases 
can  be  useful  as  a  climax  to  educational  preparation  for  business,  as  an 
exercise  in  application,  and  as  a  test  of  readiness  to  learn  systematically 
from  actual  experience.  Students  of  business  school  curricula  have  re- 
cently suggested  that  an  integrative  course  to  unify  specialized  studies 
should  be  required  of  all  students. 

Approach  to  the  Cases.  There  are  many  ways  to  approach  these 
cases.  Instructors  will  prescribe  assignments  and  questions  designed  to 
serve  particular  course  and  curricular  needs.  But  if  these  cases  are  read 
with  questions  like  the  following  in  mind,  the  student  will  find  himself 
considering,  concretely  and  situationally.  the  responsibilities  and  tasks 
of  the  general  manager  and  the  principal  functions  of  general  manage- 
ment: 

1.  What  are  the  essential  characteristics  and  competitive  trends  in  the  industry? 
What  present  and  future  opportunity  can  be  identified? 

2.  What  are  the  resources  in  the  company  for  seizing  this  opportunity?  What 
are  the  limitations  to  what  can  reasonably  be  attempted?  What  is  the  com- 
pany's essential  competence — actual  and  potential? 

3.  What  kind  of  company  should  this  company  be?  What  should  be  its 
objectives  and  goals?  How  would  you  define  its  ideal  corporate  strategy? 

4.  What  major  departmental  policies  would  be  appropriate  in  guiding  action 
toward  these  goals? 

5.  What  values — personal,  moral,  ethical — and  what  personal  needs  should 
guide  policy  decisions  in  the  company?  What  would  yours  be  if  you  were  in 

Chargvg\  V 

6.  What  Organization  structure  and  relationships,  what  means  of  measuring 
organization  and  individual  performance.  andVhat  climate  of  motivation  and 
incentive  would  be  appropriate  in  executing  policy  once  it  is  formulated? 

7.  What  range  in  style  of  leadership  is  exemplified  in  the  cases?  What  deter- 
mines the  effectiveness  of  the  individual  general  manager  in  the  situation  in 
which  you  find  him? 


PREFACE 


Acknowledgments.  Many  persons  have  contributed  to  the  prepara- 
tion of  these  cases  and  industry  notes.  By  dedicating  this  book  to  them, 
we  have  already  acknowledged  our  gratitude  to  the  presidents  of  the 
companies  who  permitted  our  researchers  access  to  their  problems. 
The  authorship  of  each  of  the  cases  and  industry  notes  is  indicated  in 
the  text.  We  should  like  to  record  here  our  own  pleasure  in  working 
with  such  competent  researchers  and  our  gratitude  for  their  efforts. 

We  are  deeply  indebted  to  the  Dean  of  the  Harvard  Business  School, 
Stanley  F.  Teele.  to  Associate  Dean  Russell  H.  Hassler,  and  to  An- 
drew R.  Towl.  Director  of  Case  Development,  for  their  patient  and 
understanding  support  of  the  never-ending  and  increasingly  expensive 
efforts  to  develop  the  course  in  Business  Policy  through  case  collection 
and  project  research.  With  this  support,  the  characteristics  of  general 
management  as  a  field  of  study  and  professional  practice  are  gradually 
becoming  clearer.  We  owe  much  to  our  colleagues  who  have  taught 
these  cases  with  us  and  added  to  our  understanding  of  both  cases  and 
concepts  for  coping  with  them. 

Finally,  to  Mrs.  Audrey  T.  Sproat.  our  talented  and  indefatigable  re- 
search associate,  we  are  indebted,  not  only  for  the  authorship  of  some 
but  for  the  editorship  of  all  the  material  presented  here.  Miss  Audrey 
Barrett,  Miss  Mavis  Hibbs.  and  Mrs.  Eleanor  Hughes  have  processed 
the  manuscript  with  their  customary  competence  and  cheerfulness. 

Edmund  P.  Learned 
C.  Roland  Christensen 
Kenneth  R.  Andrews 

Harvard  University 
July  1, 1961 


Tahlc  of  Contents 

PART  I.  WRIST  WATCH  INDUSTRY 

PAGE 

Note  on  the  World  Wrist  Watch  Industry   3 

Instar  Watch  Company   54 

Continental  Watchmakers  Company   88 

Hamilton  Watch  Company   121 

PART  II.  MIDWAY  FOODS  CORPORATION 

Midway  Foods  Corporation  (A)   143 

Midway  Foods  Corporation  (B-l)   163 

Midway  Foods  Corporation  (C)'  cV^   175 

Midway  Foods  Corporation  (D-fJ^   210 

Midway  Foods  Corporation  (D-2)   226 

Midway  Foods  Corporation  (D-3)  A-                                       •     •  235 

Midway  Foods  Corporation  (E-l)      .     .   239 

Midway  Foods  Corporation  (E-2)   254 

PART  III.  NATIONAL  FINANCE  COMPANY,  INC. 

National  Finance  Company,  Inc.  (AB)   277 

National  Finance  Company,  Inc.  (C)   305 

National  Finance  Company,  Inc.  (D)   328 

National  Finance  Company,  Inc.  (E).   345 

PART  IV.  MEDICINAL  CHEMICAL  AND 
ETHICAL  DRUG  INDUSTRY 

Note  on  the  Medicinal  Chemical  and  Ethical  Drug  Industry  ....  377 

Merck  &  Co.,  Inc.  (ARf^   414 

Merck  &  Co,  Inc.  (BR)a^   435 

Merck  &  Co,  Inc.  (CR)  ^  .   452 

Company  Objectives  of  Merck  &  Co,  Inc.   476 

xi 


xii        TABLE  OF  CONTENTS 

PAGE 

Merck  &  Co.,  Inc.  (D)   477 

Of  What  Use  Is  a  Board  of  Directors   504 

PART  V.  LIFE  INSURANCE 

Note  on  the  Business  of  Private  Life  Insurance  Companies'                 .  517 

Pilgrim  Life  Insurance  Company  (A)   565 

Pilgrim  Life  Insurance  Company  (B)   586 

Pilgrim  Life  Insurance  Company  (C)   609 

Pilgrim  Life  Insurance  Company  (D)   620 

Pilgrim  Life  Insurance  Company  (E)   640 

Pilgrim  Life  Insurance  Company  (F)   655 

Current  Trends  and  Issues  in  Life  Insurance   664 

APPENDIX 

Midway  Foods  Corporation  (B-2)  ;  .  703 

Midway  Foods  Corporation  (B-^)   709 

Midway  Foods  Corporation  (B-4)   712 

Pilgrim  Life  Insurance  Company  (D-l)   718 

INDEX  OF  CASES 

Index  of  Cases   737 


PART  I 
Wrist  Watch  Industry1 

NOTE  ON  THE  WORLD  WRIST  WATCH  INDUSTRY 
INSTAR  WATCH  COMPANY 
CONTINENTAL  WATCHMAKERS  COMPANY 
HAMILTON  WATCH  COMPANY 


1  "The  Note  on  the  World  Wrist  Watch  Industry"  was  prepared  jointly  by  the 
Institut  pour  l'Etude  des  Methodes  de  Direction  de  l'Entreprise  (IMEDE),  Lausanne, 
Switzerland,  and  the  Harvard  Business  School.  The  first  three  sections  and  the  watch 
industry  in  Europe  discussion  were  prepared  by  Mr.  Peter  Brengel  under  the  direction  of 
Professor  Kenneth  R.  Andrews  at  IMEDE,  and  the  remaining  sections  of  the  "Note"  were 
prepared  at  the  Harvard  Business  School  by  Mrs.  Marieve  Rugo  under  the  direction  of 
Assistant  Professor  David  C.  D.  Rogers  and  Professor  E.  P.  Learned.  The  Instar  Watch 
Company  case  was  prepared  by  Mr.  Peter  Brengel  under  the  direction  of  Professor 
Andrews  at  IMEDE.  The  Continental  Watchmakers  Company  was  prepared  by  Mr.  John 
Priedeman  under  the  direction  of  Professor  Andrews  at  IMEDE.  The  Hamilton  Watch 
Company  case  was  prepared  by  Professor  Rogers. 
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This  note  describes  the  world  wrist  watch  industry  with  emphasis 
on  jeweled-lever  watches  and  the  period  1946-59.  It  is  divided  into  fiv^ 
sections:  (1)  the  product  and  its  manufacture;  (2)  the  Swiss  watch 
industry,  which  has  produced  about  half  the  world's  watches  over  the 
past  20  years;  ( 3 )  the  post-World  War  II  revival  of  the  British  watch 
industry;  ( 4 )  the  American  manufacturers  and  assemblers  and  their! 
differing  positions  on  tariffs  and  the  industry's  defense  essentiality;  and; 
( 5 )  the  watch  industry  in  other  countries,  especially  Japan  and  Russia.1; 

THE  PRODUCT  AND  ITS  MANUFACTURE 

Wrist  watches  are  produced  in  innumerable  sizes,  shapes,  prices,  andj 
designs,  but  the  basic  difference  is  between  pin-lever  and  jeweled-lever; 
watches.  The  pin-lever  watch,  cheaper  to  make  and  of  shorter  life  than! 
the  jeweled-lever  watch,  is  inexpensive,  and  is  not  expected  to  bej 
highly  accurate.  A  pin-lever  watch  may  or  may  not  contain  jewels;2  a 
jeweled-lever  watch  must  contain  them. 

Despite  the  variety  of  size  and  appearance,  virtually  all  jeweled-leverj 
watches  have  basically  the  same  movement.]  The  only  important  dif-j 
ference  between  the  largest  man's  wrist  watch  and  the  smallest  lady's! 
watch  is  the  size  of  the  parts  and  the  difficulties  of  manufacture  arising! 
therefrom.  The  essential  difference  between  an  expensive  and  an  in-j 
expensive  movement  lies  in  the  quality  of  materials  used  and  the  toler- 
ances specified  in  manufacture  and  assembly|  The  largest  variations  in 
the  prices  of  completed  watches  depend  on  the  value  of  the  preciousj 
metals  or  stones  which  may  be  used  in  the  case  and  bracelet. 

1  Data  in  the  first  three  sections  and  the  watch  industry  in  Europe  discussion  were 
abstracted  from  "A  Note  on  the  Watchmaking  Industry  in  Switzerland"  and  "A  Note  on 
the  British  Watch  Industry,"  copyright,  1959,  by  Institut  pour  l'Etude  des  Methodes  de 
Direction  de  l'Entreprise  (IMEDE),  Lausanne,  Switzerland. 

2  According  to  the  U.S.  Tariff  Commission,  most  pin-lever  watches  imported  into  the 
United  States  "contain  either  no  jewels  or  only  one  jewel,  [but]  a  considerable  number 
of  them  contain  seven  jewels,  and  some,  as  many  as  seventeen  jewels."  (See  U.S.  Tariff 
Commission,  Watch  Movements,  Report  to  the  President  under  Executive  Order  10401 
[Washington,  D.C.,  July,  1956],  p.  2,  fn.  2.) 
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Exhibit  1 

NOTE  OX  THE  WORLD  WRIST  WATCH  INDUSTRY 
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The  Parts  of  a  Watch.  A  standard  17-jewel  watch  movement  (see 
Exhibit  1)  includes  approximately  125  parts  belonging  to  the  follow- 
ing groups: 

1.  The  plate  and  bridges  (together  called  the  ebauche)  are  the  base  and 
structural  frame  of  the  movement.  The  plate  serves  as  a  bearing  base  for 
one  end  of  the  wheel  and  gear  pinions,  the  other  end  being  fixed  into  the 
bridges  which  cover  various  groups  of  moving  parts. 

2.  The  winding  and  setting  mechanism  includes  the  watch  stem,  several 
gears,  the  mainspring  and  mainspring  barrel. 

3.  The  main  wheels  transmit  power  from  the  mainspring  to  the  escapement 
mechanism  and  actuate  the  hands  of  the  watch. 

4.  The  balance  wheel  and  escapement  mechanism,  the  heart  of  the  watch, 
comprise  the  escapement  or  anchor  wheel,  the  anchor  fork,  the  balance 
wheel  or  staff,  and  the  hairspring. 

5.  Jewels  (which  are  usually  synthetic  and  in  themselves  inexpensive)  pro- 
vide almost  frictionless  bearing  surfaces  for  the  pivots  of  the  pinions.  A 
minimum  of  15  jewels  is  required  in  a  quality  watch.  The  balance  wheel 
has  a  pair  of  jewels  at  each  pivot  point — one  receiving  the  point  of  the 
shaft  and  the  other  capping  the  first  jewel.  Watches  with  21,  25,  or  more 
jewels  have  more  cap  jewels  at  important  pivot  points. 

6.  Dozens  of  tiny  screws  and  pinions  comprise  the  final  group  of  watch  parts. 

Winding  a  watch  tightens  the  spiral  of  its  mainspring.  As  this  spring 
unwinds,  it  drives  the  barrel  and  three  main  wheels,  the  last  of  which 
meshes  with  the  pinion  gear  of  the  escapement  wheel.  The  entire  se- 
ries of  wheels  and  the  mainspring  are  restrained  from  unwinding  im- 
mediately by  the  two  jeweled  points  of  the  anchor  fork.3  This  fork, 
under  the  control  of  the  balance  wheel,  stops  and  starts  the  escapement 
wheel  by  releasing  one  tooth  at  a  time.  The  balance  wheel  oscillates 
usually  at  a  rate  of  five  times  a  second  (160  million  times  a  year) 
under  the  control  of  the  hairspring,  the  length  of  which — along  with 
the  design  of  the  balance  wheel — determines  the  oscillation  frequency. 
Thus  the  escapement  mechanism,  comprising  the  escapement  wheel, 
anchor  fork,  balance  wheel,  and  hairspring  serve  to  release  the  power 
of  the  watch  at  uniformly  timed  intervals.  The  first  and  third  wheels, 
to  which  the  minute  and  secondhands  are  attached,  are  geared  to  re- 
volve once  per  hour  and  60  times  per  hour,  respectively.  The  hour- 
hand  wheel  is  not  in  the  chain  of  main  wheels  but  operates  as  a  side 
system  off  the  minute  hand  (see  Exhibit  2). 

Subtypes.  A  standard  watch  may  be  altered  to  produce  a  variety  of 
types.  For  example,  the  automatic  watch  has  a  weighted  plate  actuated  by 

3  In  a  jeweled-lever  escapement,  the  "teeth  of  the  escape  wheel  come  in  contact  with 
flat  pallet  jewels,  whereas  in  a  pin-lever  escapement,  the  teeth  of  the  escape  wheel  come 
in  contact  with  upright,  cylindrical  metal  pins."  (See  U.S.  Tariff  Commission,  op.  cit.) 
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Working  of  a  Jewel-Lever  Watch 


ACTION  OF  ESCAPE  WHEEL, 
PALLET    AND    BALANCE  WHEEL 

ITWO  POSITIONS] 


HOW  A  \VA 


THIRD  WHEEL 
FOURTH  WHEEL  fc  ,DRi 

ESCAPE  WHEEL     jDRIVES  SECOND  HAND> 

(FIFTH  WHEEL) 


through  which  the  bock-ond-torth  motion  of  lh« 


o.emcn,  ol  .he  t-on!mi„on  ,r0,n    Key  to  thi  "  ^f|| 
(he  rocking  escape  lever  that  permit*  only  one,  o»  the  15  teeth  on  the  eicape  wheel  to 
move  by  at  a  time.  A»  a  tooth  mo-ei  by  one  pallet  jewel  the  other  pallet  jewel  lockl  a 
other  tooth.  When  the  balance  wheel  iwingj  back  in  the  opposite  direction,  it  releai 
the  escape  lever  to  permit  another  tooth  to  move  by.  At  the  lame  time,  the  movement 
frgy  to  the  balance  wheel  to  keep  thii  wheel 


BALANCE  WHEEL  WITH 
HAIR  SPRING 

SHOWING  PALLET  AND  ESCAPE  WHEEL) 


PALLET 


SECOND  HAND 


A  watch  is  a  small  sturdy  machine  for  telling 
time,  operated  by  a  coiled-spring  motor  and 
controlled  by  trie  oscillations  of  another  fine 
spring — the  hairspring — as  it  pulls  and  is  pushed 
by  the  balance  wheel.  The  coiled  mainspring 
unwinds,  turning  the  barrel  in  which  it  is  housed, 
once  in  8  hours.  The  borrel  is  geared  through  a 
transmission  train  of  gears,  each  of  which,  be- 
cause of  the  ratios  between  gears,  turns  faster 
than  the  gear  which  precedes  it.  The  center 
wheel,  turned  by  the  mainspring  barrel,  re- 


volves once  in  one  hour.  This  wheel  turns  the 
third  wheel  once  in  7'/2  minutes.  A  simple  calcu- 
lation will  show  that  both  sets  of  wheels  have  a 
gear  ratio  of  8:1.  The  ratio  between  the  third 
and  fourth  wheel  differs.  It  is  7'/2 : ' .  turning  the 
fourth  wheel  once  in  one  minute.  The  second 
hand  fits  on  the  shaft  of  this  fourth  wheel. 
The  fourth  wheel  is  geared  to  the  escape  wheel 
with  its  boot-shaped  teeth.  The  escape  wheel 
turns  once  in  6  seconds.  Watches  with  sweep  sec- 
ond hands  hove  an  additional  gear  mechanism. 


HOUR  WHEEL 


CANNON  PINIO 


MINUTE  HAND 


Publi.M  bv  the 


Source:  Hamilton  Watch  Company. 
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WORKS 


TYPES  OF  JEWELS 

IGREATLY  ENLARGED) 

fj  The  it-el.  ol  wotch.t  (utuolly  tynth.fic  rubiei| 
provide  tmooth.  hord  lurfocei  ogointf  which  oilet 

minimum  ol  Friction  ond  .ear.  The  jewell  ore  ■moll 
but  ore  precilely  mode.  Prom  7  to  23  |eweli  ore 
uiuolly  uied  in  o  modern  watch,  but  the  number 
ol  |ewel»  alone  doet  not  moke  a  wolch  o  better 
timekeeper.  A  fine  wotch  utuolly  hat  more  jewelt. 
but  it  ii  olto  line  becoute  it  it  made  better  and 
odjutted  ond  letted  more  corelully  before  it  if 


'  jeweling  uted  lor  the  I 


wn.el.  thown 


Thit 


BARREL  ASSEMBLY 

(FIRST  WHEEL) 
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tiderable  speed.  It  it  also  the  most  finely  balanced 
part  of  the  watch  mechanism.  8oth  o  hole  jewel 
and  an  almost  flat  jewel  colled  the  endstone  ore 
used  at  both  end-  ol  the  balance  wheel  itoff.  Thete 
hold  the  staff  true  in  any  portion. 

Thii  it  o  typical  hole  jewel,  thoie  uied  in  the  train 
ond  indicated  in  the  top  center  diagram.  Theie 


'  of  Tine  quality  and  ; 


watcher  If  they  « 

them.  When  properly  polished  ond  fitted,  they 
not  onfy  contribute  to  the  occurocy  of  a  fine 
watch  but  they  olio  reduce  wear,  thereby  pro- 
longing iti  life. 

Thii  It  one  of  the  pallet  itonei  ihown  ot  the  ex- 
treme left  of  the  chart.  They  are  very  important 
jewels.  Eoch  one  ii  struck  by  a  tooth  of  the  eicope 
wheel  78.840.000  time*  in  a  year,  billion,  of  time, 
during  the  life  of  o  watch,  ond  the  ilighteif  wear 
or  inaccurocy  would  effect  the  occurocy  ol  the 


Thii  it  the  roller  jewel  that  it  o  part  of  the  balance 
wheel  attembly.  Since  thii  jewel  fitt  intide  the  fork 
of  the  pallet  and  causes  the  pallet  to  move  bock 
ond  forth  on  its  fiied  aiit.  the  whole  driving  power 
of  the  watch  it  being  continually  transmitted 
through  thii  one  tiny  jewel.  It  muit  be  perfectly 
poliihed  ond  fitted  ond  be  oble  I©  resist  wear. 


<3> 


n  ore  turned  by  the  energy  of  the  mointpring,  but  without  con* 
n  felling  time.  The  control  ii  supplied  by  the  balance  wheel  and 
wheel  iwingi  back  and  forth  300  timet  a  minut«.  At  eoch  iwing  it 
<  .light  puth  from  the  eicope  lever  which  connects  the  escape  ond  the  balance 
wheel*.  Because  of  the  conitruction  of  the  lever,  only  one  tooth  of  the 
by  at  a  time.  The  escape  wheel  it  then  stopped  till  the  neit  swing  of  the  bolance  wheel 
permits  another  short  movement.  Thus  the  movement  of  the  balai 

the  other  wheels,  permitting  them  to  turn  at  a  uniform  rate.  This  makei  timekeeping  pos- 
sible. The  minute  hand  fits  on  the  shaft  of  the  center  wheel  and  the  second  hand  fits  on 
the  thaft  of  the  fourth  wheel.  Another  set  of  gears  connected  to  the  center  wheel  t-hoft 
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A  fine  wotch  contains  from  I  20  to  IfcO  port-  fitted  accurately  together. 
Nesting  the  train  and  other  ports  is  on  engineering  feat  in  itself.  No 
space  can  be  wasted  ond  eoch  wheel  must  be  placed  exactly  to  bring 
the  hondi  to  the  proper  place  on  the  face.  The  wotch  represents  cen- 
turies ol  experiment  and  scientific  discovery.  To  moke  a  fine  watch 

sources.  The  perfection  of  machines  to  do  many  ol  the  jobs  of  watch- 
making automatically  hos  mode  possible  better  ond  less  eipensive 
watches.  A  fine  watch,  given  good  care  and  ottention.  will  provide 
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movements  of  the  wrist;  the  swings  of  the  plate  keep  the  mainspring  in 
a  relatively  constant  state  of  tension.  The  antimagnetic  watch,  desirable 
in  industry,  is  made  of  low-ferro-magnetic  steel  alloys,  or  is  protected 
by  an  inner  case  of  iron  which  prevents  a  magnetic  field  from  entering 
the  movement  to  magnetize  the  hairspring.  The  extra-thin  watch  has 
thinner  parts  and  closer  tolerances.  The  calendar  watch  is  a  standard 
watch  with  extra  parts  enabling  it  to  name  the  day  of  the  week  or 
month.  The  chronograph  has  a  stop  and  start  mechanism  to  measure 
elapsed  time.  The  alarm  watch,  the  watch  with  rotating  dials  for  slide- 
rule  calculations,  the  super-waterproof  watch  for  deep-sea  diving,  are 
also  variations  which  pose  problems  in  manufacture  but  do  not  repre- 
sent radical  departures  from  the  characteristics  of  the  standard  watch. 

Parts  Manufacture.  Watchmaking  may  be  considered  to  have  two 
main  operations — parts  manufacture  and  assembly.  The  125  parts  of 
the  standard  movement  require  approximately  1,500  manufacturing 
operations,  many  of  which  are  performed  by  semiautomatic  or  fully 
automatic  machinery.  Only  the  critical  operations  will  be  referred  to 
here: 

Plates  and  Bridges.  Manufacture  of  the  ebauche  requires  more  than  200  op- 
erations. In  the  plate  itself  nearly  40  holes  are  drilled,  threaded,  and  beveled. 
The  location  of  many  of  these  must  be  exact  to  within  several  thousandths  of  a 
millimeter.4  In  addition,  many  recesses,  each  with  a  prescribed  outline  and  depth, 
must  be  precisely  milled. 

Wheels.  The  main  wheels  must  be  punched  and  polished  so  that  they  are 
absolutely  flat.  The  teeth  in  the  wheel  must  be  cut  so  that  the  surfaces  conform 
exactly  with  the  teeth  of  the  pinion  gears  with  which  they  will  come  in  contact. 
The  balance  wheel  must  meet  balance  and  weight  specifications  exactly. 

Jewels  and  Hairsprings.  The  manufacture  of  these  specialty  items  requires 
large  volume  for  economy;  in  Switzerland  they  are  made  by  three  or  four  pro- 
ducers who  supply  the  entire  industry. 

Pinions.  Automatic  screw  machines  cut  pieces  from  bar  stock  and  turn  them 
to  final  shape.  The  teeth  of  the  pinion  gears  are  cut  by  machines  which  are  now 
usually  automatically  loaded.  The  pivot  points  are  ground  and  polished  to  pro- 
vide a  smooth  bearing  surface  and  a  precise  fit  into  the  jewels.  For  high  quality, 
every  pinion  is  hand-checked  to  assure  that  the  diameter  falls  within  a  tolerance 
of  2/1,000  of  a  millimeter. 

After  all  brass  parts  are  nickel-plated,  the  important  final  operation 
in  parts  manufacture  is  cleaning,  after  which  the  parts  are  protected 
from  dust  and  contact  with  human  hands. 

Requirements  for  precision  in  parts  manufacture  make  frequent  in- 
spection essential.  Much  of  the  timekeeping  quality  of  the  finished 
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watch  is  determined  in  the  parts-making  stages.  A  special  magnifying 
projector  is  used  together  with  a  template  to  check  pieces  from  auto- 
matic screw,  gear-cutting,  or  milling  machines.  These  devices  are  used 
to  check  the  output  of  the  machine  tool  on  a  sampling  basis  during 
runs.  The  operators  themselves  perform  many  tests  during  manufacture, 
using  for  this  purpose  gauges,  dials,  micrometers,  and  magnifiers  for 
visual  inspection.  A  final  inspection  is  made  of  all  important  parts 
after  cleaning  or  upon  receipt  from  a  supplier.  This  final  inspection 
usually  includes  100%  visual  inspection  plus  sampling  of  dimension 
measurements  and  template  comparison  on  a  magnifier. 

The  number  and  type  of  inspection  techniques  employed  by  any 
manufacturer  depend  upon  such  factors  as  the  importance  of  the  part 
in  determining  timekeeping  precision,  the  closeness  of  tolerance  re- 
quired, the  composition  and  training  of  the  work  force,  the  precision 
of  the  machine  tools  used,  the  attitude  of  management  toward  quality, 
and  habit. 

Tools  and  Dies.  The  precision  required  in  parts  manufacture  neces- 
sitates exacting  accuracy  in  tool  setups,  machine  tools,  and  dies.  For 
example,  more  than  100  jigs  and  dies  are  needed  for  stamping,  holding, 
and  punch  marking  the  plate  and  bridges  for  a  single  caliber  of  watch. 
These  small  dies,  which  often  require  location  of  the  points  within 
—  %,ooo  of  a  millimeter,  are  laid  out  on  special  machines  with  the  aid 
of  optical  magnifying  and  centering  apparatus. 

Many  of  the  machine  tools  used  by  the  Swiss  watch  industry  have 
been  designed  and  produced  in  Switzerland.  Until  about  1950  very 
few  of  the  small,  high-precision  screw  machines,  gear-cutting,  and 
turning  machines  were  made  outside  Switzerland.  The  watch  industries 
of  other  countries,  with  the  exception  of  England  and  with  a  few  excep- 
tions in  the  United  States  and  other  countries,  have  not  been  able  to 
avail  themselves  of  the  product  of  Swiss  tool  manufacturers. 

Assembly.  The  assembly  of  a  watch  movement  requires  high  skill 
but  very  little  investment  in  equipment.  Most  Swiss  firms  group  the  1 00 
separate  assembly  operations  in  5  to  20  stages.  This  grouping  is  a 
compromise  between  the  craftsman  approach,  in  which  one  highly 
skilled  man  assembles  the  entire  movement,  and  the  assembly-line 
approach,  which  makes  use  of  specialized  labor.  Grouping  operations 
permits  the  use  of  less  experienced  workers  for  installing  the  winding 
and  setting  mechanism  and  the  main  wheels,  and  the  concentration  of 
the  more  skilled  workers  on  installing  the  escapement  and  balance 
wheels  and  making  final  adjustments.  In  Switzerland,  high-quality  as- 
semblers tend  to  divide  the  assembly  into  fewer  stages  and  to  hold 
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their  highly  skilled  workers  more  responsible  individually  for  quality. 
Lower-quality  assemblers  divide  the  task  into  more  groups  and  conduct 
formal  inspections. 

/  The  critical  operations  in  watch  assembly  are  the  adjustment  and 
/  installation  of  the  escapement-balance  wheel  mechanism  and  its  sub- 
»  sequent  regulation.  When  the  balance  wheel  subassembly  is  ready,  it 
is  put  into  the  movement  along  with  the  anchor  fork.  This  operation 
requires  the  highest  skill  in  watchmaking,  for  a  number  of  very  fine 
adjustments  must  be  made,  for  example,  shifting  jewels  to  eliminate 
binding  or  to  insure  exactly  correct  contact  between  anchor  fork  and 
escapement  wheel,  and  final  positioning  of  the  regulating  lever  which 
permits  minute  adjustments  in  the  length  of  the  hairspring,  which  in 
turn  controls  the  oscillating  frequency  of  the  balance  wheel  and  thus 
the  accuracy  of  the  watch. 

Final  testing  of  the  completed  movement  varies  from  company  to 
company  but  usually  includes  both  "Vibrograph"  and  extended  time 
and  position  tests.  The  Vibrograph  electrically  translates  the  ticking  of 
the  watch  into  a  graph  from  which  the  operator  can  determine  if  the 
oscillating  frequency  is  correct  and  if  the  balance  wheel  and  escape- 
ment mechanisms  are  functioning  properly.  Most  quality  watchmakers 
also  perform  extended  time  tests  varying  in  length  from  one  to  several 
days  in  various  positions  and  under  various  temperature  conditions. 

A  manufacturer  may  supplement  his  own  tests  by  securing  a  "Chro- 
nometer Certificate"  certifying  that  the  Swiss  National  Chronometer 
Institute  (an  impartial  testing  organization)  has  found  that  the  watch 
meets  the  specifications  for  a  chronometer  rating.  To  meet  the  mini- 
mum requirements,  a  standard  wrist  watch  may  not  lose  more  than 
three  seconds  or  gain  more  than  12  as  a  mean  daily  rate  in  five  posi- 
tions. The  mean  variation  per  day  can  be  no  more  than  six  seconds, 
and  the  maximum  variation  on  two  consecutive  days  in  the  same  posi- 
tions can  be  no  more  than  ten  seconds.  The  variation  per  degree  of 
temperature  may  be  no  more  than  ±1  second.  To  qualify  for  the  ac- 
colade "especially  good  results,"  a  watch  must  meet  even  higher 
standards. 

Cases,  Dials,  and  Hands.  The  manufacture  of  cases,  dials,  and 
hands  requires  a  substantial  number  of  operations,  many  of  which 
call  for  costly  equipment.  Except  for  a  few  large  integrated  manu- 
facturers who  have  case  and  dial  factories  of  their  own,  the  entire 
Swiss  industry  is  supplied  by  firms  specializing  in  these  products.  Be- 
cause of  tool  and  die  costs,  casemaking  is  economical  only  in  runs  of 
several  thousand  and  dials  in  lots  of  1,000-2,000.  At  the  same  time, 
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each  customer  seeks  cases  and  dials  which  will  differentiate  his  product 
from  others.  Variation  of  case  and  dials  makes  different  models  of  the 
same  movement.  Companies  use  the  same  movement  in  from  5  to  30 
watch  models  in  a  given  year,  and  in  up  to  50  models  over  the  life 
of  the  caliber.  In  many  companies,  the  average  life  of  a  caliber  is 
seven  to  ten  years. 

THE  SWISS  WATCH  INDUSTRY 

Organization  and  Regulation.  At  the  end  of  1958  the  Swiss  watch 
industry  consisted  of  more  than  2,500  firms  which  contributed  in  vari- 
ous ways  to  the  completion  of  about  40  million  watches  and  move- 
ments worth  at  factory  prices  about  1.350  billion  Swiss  francs.0  The 
industry  as  a  whole  employed  about  80,000  workers.  Most  of  the  in- 
dividual firms,  however,  were  small,  with  75%  of  them  employing 
fewer  than  20  persons.  Of  the  1,200  firms  large  enough  to  be  subject 
to  the  Swiss  factory  law,  only  about  60  of  the  largest  companies- 
including  the  world-famous  names  of  the  industry — were  integrated 
firms  making  most  of  the  parts  as  well  as  performing  the  assembly 
and  regulating  operations.  About  490  assemblers  purchased  parts  from 
specialized  manufacturers  and  produced  either  movements  or  complete 
watches.  A  highly  diverse  group  of  675  enterprises  made  springs, 
jewels,  wheels,  screws,  pinions,  gears,  cases,  dials,  hands,  and  straps. 
Seventeen  factories  comprising  Ebauches  S.  A.,  the  single  largest 
corporation  in  the  industry,  made  the  plate  and  bridges  which  consti- 
tute the  basic  structural  frame  of  the  watch.  Most  of  the  firms  were 
family-owned  companies.  Their  factories  were  largely  in  French-speak- 
ing Switzerland,  with  most  of  the  plants  distributed  among  the  villages 
of  the  Jura  mountains.  The  six  chief  urban  centers  of  the  industry  in- 
cluded Geneva,  Neuchatel,  and  Bienne. 

Important  functional  associations  regulate  the  activities  of  individual 
manufacturers  in  the  industry: 

La  Chambre  suisse  de  I'horlogerie  (Swiss  Chamber),  with  2,054  members  in 
1957,  represents  the  entire  industry  in  the  conclusion  of  commercial  treaties,  in 
the  administration  of  the  federal  legislation  designed  for  the  protection  of  the 
industry,  and  in  the  constant  surveillance  of  international  trade. 

La  Federation  suisse  des  associations  de  fabricants  d'horlogerie  (FH)  is  the 
association,  subdivided  regionally,  of  assemblers  and  integrated  manufacturers. 
It  represents  the  interests  of  its  members  in  the  Swiss  Chamber,  administers  and 
enforces  the  terms  of  the  collective  agreement  linking  all  the  associations  and 
Ebauches  S.  A.,  conducts  a  collective  promotional  campaign  in  foreign  markets, 
and  supervises  pricing. 

5  In  1958  the  Swiss  franc  equaled  23  cents;  there  were  4.28  francs  to  a  dollar. 
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L'Union  des  branches  annexes  de  I'horlogerie  ( UBAH ) ,  subdivided  into  18 
functional  rather  than  regional  sections,  consists  of  the  manufacturers  of  separate 
parts,  which  are  added  to  the  ebauche  by  the  assemblers. 

Ebauches  S.  A.,  though  incorporated,  is  an  equal  partner  in  the  collective 
agreement  and  essentially  a  federation  of  17  manufacturers  of  nearly  300  differ- 
ent calibers  of  ebauches. 

L 'Association  d 'industries  suisses  de  la  montre  Roskopf,  a  grouping  of  manu- 
facturers of  inexpensive  pin-lever  watches,  administers  the  terms  of  a  special 
statute  and  of  a  special  agreement  with  UBAH,  whose  members  furnish  these 
manufacturers  with  some  of  their  parts. 

Delegations  reunies  (DR)  exercises  general  control  of  the  industry's  collec- 
tive conventions.  It  is  representative  of  all  the  component  elements  of  the  Swiss 
Chamber. 

La  Convention  patronale,  an  employers'  organization,  negotiates  and  ad- 
ministers the  convention  governing  wages  and  working  conditions  with  union- 
ized and  nonunionized  employees. 

The  most  important  functions  of  the  industry's  associations  are  to 
regulate  the  competition  of  its  members,  to  arbitrate  the  differences  in 
point  of  view  that  arise  in  various  sectors  of  the  industry,  and  to  super- 
vise the  relation  of  the  Swiss  industry  to  that  in  foreign  countries. 

A  collective  convention  first  signed  in  1936  and  a  federal  statute 
first  voted  in  1934  established  the  following  regulations  which  re- 
mained in  effect  through  March  31,  1959: 

1.  Ebauches  S.  A.  was  granted  a  monopoly  on  sales  of  ebauche  production. 
Integrated  manufacturers  could  make  ebauches  only  for  their  own  use. 
Ebauches  S.  A.  (with  certain  exceptions  arising  from  tradition)  could  not 
sell  ebauches  abroad. 

2.  Assemblers  and  integrated  manufacturers  could  buy  needed  parts  only 
from  the  membership  of  UBAH  and  at  specified  prices.  Assemblers  could 
apply  for  exceptional  permission  to  buy  parts  in  foreign  companies  only  if 
the  price  for  equal  quality  was  20%  below  the  Swiss  price.  They  could  not 
sell  parts  to  each  other.  Swiss-made  parts  could  not  be  sold  abroad. 

3.  Watchmaking  machinery  could  not  be  sold  to  foreign  manufacturers.  An 
organization  called  MACHOR  supervised  exceptions  and  rented  ma- 
chines in  consequence  of  special  agreements,  notably  to  Great  Britain.  _ 

4.  Manufacturing  capacity  and  the  number  of  workers  employed  by  an  indi- 
vidual firm  could  not  be  increased  without  application  to  the  Department 
of  the  Public  Economy  (DEP)  of  the  federal  government. 

5.  A  new  firm  could  not  be  established  or  an  established  firm  moved,  sold,  or 
changed  as  to  function  without  application  to  DEP. 

6.  To  determine  the  lowest  price  at  which  they  could  sell,  assemblers  and  in- 
tegrated manufacturers  had  to  compute  their  manufacturing  cost,  using 
labor  costs  supplied  by  FH  by  type  of  watch,  and  adding  5%  to  the  cost  of 
certain  parts.  A  margin  of  23%  had  then  to  be  added.  Discounts  were  for- 
bidden. 
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7.  Ebauches  prices  and  parts  prices  were  variously  determined,  but  changes 
and  the  arbitration  of  conflicting  interests  were  the  province  of  the  Dele- 
gations reunies  (DR).  A  customer  could  pick  his  supplier,  but  he  could 
not  negotiate  special  discounts.  Price  agreements  reached  under  the  indus- 
try conventions  had  the  force  of  law. 

Early  in  1959  the  collective  convention  was  extensively  revised  as  a 
result  of  many  factors,  among  them  the  widespread  agreement  in  the 
industry  that  depression-born  regulations  had  become  obsolete  and 
that  reform  was  required.  Other  factors  tending  to  disturb  the  equilib- 
rium which  had  prevailed  in  the  prosperous  postwar  years  included  the 
impending  expiration  of  the  federal  statute  in  1961,  the  appearance  of 
anticartel  provisions  in  the  Treaty  of  Rome  establishing  the  Common 
Market,  and  an  antitrust  suit  brought  by  the  United  States  government 
against  Ebauches  S.  A.,  FH,  and  certain  individual  manufacturers. 

The  most  critical  incident  forcing  a  review  of  the  regulatory  mecha- 
nism was  the  revolt  in  1957  of  a  group  of  assemblers  who  called  them- 
selves the  Comite  d' action  et  de  defense  des  fabric  ants  d'horlogerie 
(CADHOR).  These  72  firms  refused  to  sign  the  convention  effective 
April  1,  1957,  and  resigned  from  FH.  The  federal  government  or- 
dered that  a  commission  be  established  to  study  CADHOR's  demands 
and  that  the  normal  lines  of  supply  be  left  open  for  these  firms  during 
the  deliberations.  The  commission,  on  which  FH  and  CADHOR  were 
equally  represented  along  with  three  neutral  members,  made  a  long 
study,  proposed  a  series  of  reforms,  and  saw  its  efforts  rewarded  when 
CADHOR  agreed  to  abide  temporarily  by  the  current  convention  and 
later  rejoined  FH.  It  was  clear,  however,  that  unless  the  new  1959  con- 
vention included  at  least  some  of  the  reforms  demanded,  further  dis- 
sension could  be  expected.  In  the  meantime,  worsening  economic  con- 
ditions, bringing  high  inventory  accumulations  and  pressure  on  the 
price  structure,  augmented  the  industry's  problems. 

According  to  the  commission  set  up  to  study  the  CADHOR  de- 
mands, the  most  important  defects  in  the  then  current  regulations  were 
as  follows: 

1.  The  rules  were  obsolete,  especially  in  the  regulation  of  sales  prices. 

2.  The  obsolescence  of  the  rules  was  especially  damaging  to  the  small  as- 
sembler. 

3.  The  illicit  practice  of  granting  discounts  on  parts  stemmed  not  only 
from  competition  at  the  point  of  sale  but  also  from  pricing  practices 
which,  in  permitting  the  inefficient  producer  to  survive,  gave  a  wider- 
than-necessary  margin  to  the  efficient. 

4.  The  method  of  calculating  the  price  formula  did  not  take  into  account  the 
variance  of  actual  from  a  comfortable  average  of  labor  costs,  or  the  occa- 
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sions  on  which  the  advertising  costs  included  in  the  margin  were  not  ac- 
tually incurred,  or  the  actual  realization  of  discounts. 

5.  The  practice  of  giving  discounts,  encouraged  by  many  factors  and  difficult 
to  police,  assisted  the  violators  and  damaged  the  firm  which  did  not  wish  to 
participate  in  illicit  practices. 

6.  The  regulations  diverted  attention  from  the  need  to  increase  productivity 
and  lower  costs  in  order  to  meet  the  rapidly  rising  power  of  foreign  manu- 
facturers. 

7.  Although  the  pricing  policy  of  Ebauches  S.  A.  was  not  vulnerable  to  major 
criticisms,  certain  sections  of  UBAH  charged  prices  based  on  the  produc- 
tion costs  of  the  least  efficient  producer  and  gave  unequal  treatment  to  pin- 
lever  and  jeweled- watch  manufacturers. 

8.  The  provision  of  the  convention  allowing  manufacturers  and  assemblers  to 
buv  parts  from  foreign  manufacturers  when  their  prices  for  equal  quality7 
were  20%  lower  was  an  inadequate  recourse  because  equal  quality  was  too 
hard  to  judge,  and  the  procedure  was  too  slow,  too  cumbersome,  and  not 
liberally  enough  administered.  The  20 r V  difference  was  too  large. 

9.  The  provision  of  the  convention  forbidding  the  exchange  of  ebauches  and 
parts  among  integrated  manufacturers  prevented  them  from  producing  the 
large  quantities  that  would  make  important  cost  savings.  At  the  same  time, 
removing  this  form  of  competition  relieved  the  independent  manufactur- 
ers, perhaps  unwisely,  from  pressure  to  rationalize  further  their  own  pro- 
duction or  to  combine  small  centers  of  production.  Manufacturers  should 
not  be  prevented  from  improving  their  productivity. 

Despite  the  unrest,  all  the  manufacturers  to  whom  the  IMEDE  re- 
search staff  talked  were  agreed  that  some  form  of  regulation  was  re- 
quired to  safeguard  the  industry  as  a  whole  against  competitive  prac- 
tices that  might  destroy  it  and  to  preserve  an  economic  situation  in 
which  many  small  firms  could  survive. 

Regulatory  Changes.  1959.  In  March,  1959,  after  several  months 
of  intensive  discussion,  a  new  collective  convention  was  signed,  along 
with  new  price  regulations.  According  to  the  administrative  head  of 
FH,  the  changes  were  aimed  at  improving  the  industry's  ability  to 
compete  while  at  the  same  time  assuring  the  stability  of  prices  and 
trading  conditions  that  was  deemed  essential.  Among  the  new  pro- 
visions were  the  following: 

1.  In  determining  the  lowest  price  at  which  they  may  sell,  manufacturers  may 
now  use  their  own  manufacturing  costs  instead  of  costs  by  type  of  watch 
supplied  by  FH.  However,  manufacturers  must  still  add  a  margin  of  23% 
and  discounts  are  still  forbidden. 

2.  In  sales  of  parts  by  Ebauches  S.  A.  to  individual  FH  members,  either 
party  for  the  first  time  has  the  right  to  appeal  for  modification  of  the  FH- 
Ebauches  S.  A.  fixed  price  to  a  joint  FH-Ebauches  S.  A.  commission. 

3.  In  sales  of  parts  by  UBAH  members  to  FH  members,  prices  may  now  be 
arrived  at  by  negotiation  between  the  two  individual  parties  concerned. 
Alternatively,  the  FH-UBAH  fixed  prices  may  be  used,  as  in  the  past.  In 
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cases  of  complaint,  appeal  may  be  made  to  a  commission  of  experts  who 
will  judge  the  fairness  of  the  price  within  30  days. 

4.  Permission  may  be  sought  to  purchase  parts  from  foreign  suppliers  if  for- 
eign prices  are  only  13%  (instead  of  20% )  lower,  after  import  duties,  than 
UBAH  prices.  The  requirement  that  the  foreign  parts  be  "of  quality  equal 
to"  UBAH-made  parts  has  now  been  changed  to  "acceptable  in  terms  of 
Swiss  standards." 

5.  For  the  first  time,  integrated  manufacturers  may  sell  ebauches  to  each  other, 
provided  that  the  seller  does  not  sell  more  than  60%  of  his  total  ebauche 
production,  or  the  buyer  purchase  more  than  60%  of  his  total  needs. 

Work  force.  In  October,  1957,  the  2,054  firms  in  the  Swiss 
Chamber  employed  about  73,800  workers:  52,400  hourly  paid  on  the 
premises,  another  9,000  at  home,  and  12,400  salaried  personnel.  About 
half  the  workers  were  males,  and  13,700  (38.2%)  of  the  hourly 
workers  in  the  plants  were  5  qualified." 

Qualified  workers  were  largely  men  employed  as  final  assemblers 
and  regulators  who  had  satisfactorily  passed  the  federal  watchmakers' 
examination.  This  could  be  taken  after  several  years  of  apprenticeship 
in  a  firm  or  after  a  three-year  course  in  one  of  the  seven  cantonally 
supported  watchmakers'  schools.  The  industry  also  employed  as  de- 
signers, supervisors,  and  technical  directors  a  number  of  men  who  had 
taken  an  additional  two-year  course  in  design  and  theoretical  work. 
To  create  interest  in  the  watchmakers'  schools,  the  Swiss  Chamber 
distributed  approximately  2,000  pamphlets  a  year  in  French  and 
German  describing  the  advantages  of  a  watchmaking  career.  The 
number  of  apprentices'  contracts  and  of  qualifying  examinations  dur- 
ing the  period  1946-56  was  as  shown  below: 


Total  Number  of  Apprentices'  Contracts  at  the  End  of  the  Year 


1946 

1947 

1948 

1949       1950       1951       1951  1953 

1954 

1955 

1956 

1,295 

1,410 

1,437 

1,444      1,244      1,283      1,426  1,418 

1,381 

1,290 

1,251 

Qualifying  Examinations  GrvEN 

1946 

1947 

1948 

1949        1950       1951        1952  1953 

1954 

1955 

1959 

370 

419 

424 

424        543        421        425  461 

488 

482 

518 

Working  conditions  for  hourly  paid  personnel,  including  length  of 
workweek,  minimum  wages  by  region,  family  allowances,  and  vaca- 
tions, were  established  through  negotiations  between  the  Convention 
Patronale  and  the  Swiss  Labor  Organization  for  Metal  Watchmaking 
Industries  ( FOMH ) .  In  1956,  for  example,  it  was  decided  to  reduce 
the  workweek  from  48  to  44  hours  between  1957  and  I960  with  no 
reduction  in  pay.  FOMH  and  the  Convention  Patronale  also  provided 
the  means  for  dealing  with  grievances,  which  were  relatively  infrequent 
since  there  were  no  union  stewards  in  the  individual  firms.  Exhibit  3 
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shows  average  wages  and  salaries  for  various  categories  of  personnel  in 
1957. 

The  Convention  Patronale  also  negotiated  contracts  with  the  Swiss 
Society  of  Commercial  Salaried  Employees  (SSEC)  and  the  Swiss  Fore- 
man's Society  (SSC)  in  which  both  parties  agreed  to  adhere  to  certain 
general  conditions  and  standards. 

Research  and  Development.  Most  of  the  striking  innovations  in  re- 
cent decades,  such  as  the  development  of  the  wrist  watch  and  of  water- 
resistant,  shock-resistant,  and  self-winding  features,  originated  in  indi- 
vidual Swiss  firms  with  reputations  for  high  quality  and  advanced 
design.  In  1958  new  movement  designs  were  still  for  the  most  part 
developed  by  such  firms.  In  addition,  however,  a  research  laboratory 
jointly  supported  by  the  cantons  and  the  industry  did  research  on 
watch  metallurgy,  lubricating  oils,  other  technical  matters  of  general 
interest,  and  specific  problems  submitted  by  individual  firms. 

Factory  Price  Trends.  FH  reported  that  the  average  factory  price 
of  jeweled-lever  watches  had  risen  steadily  since  World  War  II  as 
follows: 


Year  Average  Factory  Price 

QStviss  Francs^ 

1945  37.0 

1950  41.6 

1955  45.8 

1958  51.0 


Domestic  and  Foreign  Markets.  The  overwhelming  importance  of 
foreign  markets  for  Swiss  watches  and  finished  movements  is  indicated 
by  the  fact  that  approximately  95%  of  all  such  products  sold  in  recent 
years  were  exported  and  that  a  significant  portion  of  the  5%  sold  in 
Switzerland  is  estimated  to  have  been  purchased  by  visiting  foreigners. 
Horological  exports  including  watches  and  other  items  were  never  less 
than  10%  of  total  Swiss  exports  from  1922  through  1958  and  never 
less  than  15%  after  1935.  The  peak  was  33.4%  in  1945.  Since  1950 
the  record  was  as  follows: 

Horological  Exports  as 
a  Percentage  of  Total 


Date  Swiss  Exports 

1950  18.7 

1951  21.5 

1952  22.8 

1953  21.4 

1954  19.7 

1955  19.2 

1956  19.9 

1957  .....19.4 

1958  16.8 


Source:  La  Chambre  suisse  de  l'horlogerie. 
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In  terms  of  value,  the  largest  export  markets  for  watches  and  move- 
ments in  1958  were  the  Americas,  Europe,  the  Far  East,  Africa,  the 
Near  East,  and  Oceania,  in  that  order.  Within  these  areas  the  largest 
individual  markets  were  the  United  States,  Canada,  Hong  Kong, 
Great  Britain,  Spain,  and  Italy  (see  Exhibits  4  and  4A).  The  United 
States,  which  absorbed  more  than  19  million  watches  in  1958,  was  the 
largest  single  market  for  watches  in  the  world. 

Promotion  and  Distribution.  To  expand  sales  after  World  War  II, 
FH  conducted  an  increasing  promotional  campaign  consisting  largely 
of  advertisements  in  periodicals.  Financing  was  by  means  of  fees  (a 
fixed  amount  per  watch)  from  the  Swiss  watch  companies.  From  1947 
through  1958,  FH  retained  the  New  York  advertising  firm  of  Foote, 
Cone  and  Belding.  In  1959,  however,  FH  was  planning  to  supervise 
directly  campaigns  in  a  number  of  countries  and  was  seeking  new  local 
agencies  in  others.  It  was  also  planning  to  merge  its  economics  and 
publicity  departments  into  a  single  marketing  department  and  to  in- 
crease its  marketing  activities. 

Swiss  watches  were  sold  under  both  manufacturers'  and  distributors' 
brand  names,  there  having  been  little  change  in  this  respect  since  the 
brand  names  were  established.  In  recent  years,  however,  there  had 
been  a  trend  toward  increased  advertising  by  individual  manufacturers, 
particularly  in  Europe  and  the  United  States,  on  the  part  of  those 
firms  which  already  advertised. 

Most  Swiss  watches  and  finished  movements  were  sold  through  in- 
dependent wholesalers  on  a  nonconsignment  basis.  It  was  estimated 
that  less  than  ten  of  the  larger  firms  had  company-owned  sales 
branches.  In  the  United  States,  Swiss  watches  were  sold  through  a 
variety  of  outlets,  including  jewelry,  department,  drug,  and  tobacco 
stores.  They  were  sold  both  direct  to  retail  stores  by  importers  and 
through  intermediate  wholesalers.  Exhibit  5  shows  the  price  structure 
of  a  typical  17-jewel  Swiss  watch,  the  most  popular  model,  as  dis- 
tributed direct  to  the  retail  trade  by  the  importer. 

Tariffs,  Quotas,  and  Foreign  Competition.  In  most  foreign  markets 
Swiss  watch  imports  were  subject  to  tariffs  and/or  quota  restrictions 
(see  Exhibit  6).  Exports  to  most  American  markets  other  than  the 
United  States  were,  according  to  members  of  the  Swiss  watch  industry, 
becoming  increasingly  difficult  because  of  license  requirements,  quo- 
tas, high  import  tariffs,  and  multiple  foreign  exchange  rates  (of  which 
watches,  as  luxury  goods,  were  assigned  the  least  favorable  category). 

In  1958  two  events  had  serious  repercussions  on  Far  Eastern  sales 
of  Swiss  watches.  In  January  the  Indian  government  prohibited  the 
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importation  of  watches  into  India  in  an  effort  to  conserve  already  low 
foreign  exchange  reserves.  In  April  the  Chinese  Communist  govern- 
ment canceled  watch  imports  into  the  Chinese  mainland  and  at  the 
same  time  took  such  severe  measures  against  smugglers  that  Swiss 
watch  sales  to  Hong  Kong  and  Singapore  decreased  abruptly.  In  Jan- 
uary, 1959,  one  year  later,  there  was  still  no  indication  when  the  Indian 
embargo  would  be  lifted,  although  an  industry-sponsored  mission  from 
Switzerland  had  discussed  the  question  informally  with  Indian  officials. 
With  regard  to  China,  rumors  were  abroad  that  the  Peking  government 
intended  to  build  up  its  own  watch  industry  with  Russian  help. 

Exhibit  5 

NOTE  ON  THE  WORLD  WRIST  WATCH  INDUSTRY 
Watchmaking  Industry  of  Switzerland 
Price  Structure  of  a  Typical  17- Jewel  Steel  Case 
Nonautomatic  Watch  Sold  in  the  United  States 
Direct  to  the  Retail  Trade  by  the  Importer 


Swiss 
Francs 

U.S. 
Dollars 

Factory  price  

60 

14.02 

Transport  and  insurance  

1.50 

61.50 

14.37 

U.S.  tariff  (movement  plus  case)  

4.70 

Price  to  importer  

19.07 

Importer's  markup  (30%)  

5.72 

Price  to  retailer  

24.79 

Retailer's  markup  (100%)  

24.79 

Retail  price  

49.58 

Source:  FH. 


Another  factor  strongly  affecting  Swiss  watch  sales  not  only  in  the 
Far  East  but  also  in  European  markets  was  the  growth  of  competitive 
watch  industries  in  England,  France,  Germany,  Russia,  and  Japan. 

THE  BRITISH  WATCH  INDUSTRY 

In  1946  the  British  government  took  steps  to  re-establish  the  do- 
mestic watch  and  clock  industry  in  order  to  fill  what  had  been  a  serious 
gap  in  the  country's  industrial  armory  during  World  War  II — the 
ability  to  produce  the  intricate  mechanical  devices,  such  as  fuses,  on 
which  modern  methods  of  warfare  so  much  depended  at  that  time.  One 
million  pounds  was  appropriated  for  allocation  to  selected  firms  for  the 
provision  of  watchmaking  machinery  on  a  rental  basis,  a  33VS%  ad 
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valorem  tariff  on  imported  watches  and  clocks  was  instituted,  quota  re- 
strictions were  placed  on  Swiss  and  other  watches,  and  potential  manu- 
facturers were  approached  by  government  representatives  in  the  hope 
of  inducing  them  to  enter  the  industry. 


Exhibit  6 

NOTE  ON  THE  WORLD  WRIST  WATCH  INDUSTRY 
Watchmaking  Industry  of  Switzerland 
1958  Tariffs  and  Quotas  on  Swiss  Watch  Imports  of  the  Ten  Largest  Individual  Markets 

for  Swiss  Watches 


Tariff 


Quota 


1.  U.S.A. 


2.  Canada  

3.  Republic  of  China 

4.  U.K  

5.  Spain  

6.  Italy  

7.  Singapore  

8.  Brazil  

9.  Morocco  

10.  Argentina  


Tariff  for  movements  having  between 
2  and  17  jewels  varied  from  $1.25  to 
$3.85-  Tax  on  typical  17- jewel 
watch  amounted  to  33%.  Above  17 
jewels,  all  movements  were  taxed 
$10.75. 

Ad  valorem:  30% 

None 

Ad  valorem:  33^% 


Specific:  2.72  ptas.  per  watch  cased  in 
common  metals;  5-45  ptas.  if  cased 
in  silver;  14-52  ptas.  if  cased  in  gold 
or  platinum. 

Ad  valorem:  3%  for  watches  with 
gold,  silver,  or  platinum  cases;  5% 
for  watches  with  common  metal  or 
plated  cases. 

None 

Ad  valorem:  10%  for  watches  with 
common  metal  cases;  40%  for 
watches  with  gold  or  platinum 
cases. 

Ad  valorem:  30% 

Ad  valorem:  40%  on  watches  with 
gold  cases;  28%  for  watches  with 
cases  of  other  metals. 


None 


None 

Total  embargo  from  April, 
1958 

£2.45  million,  subject  to 
restriction  of  £660,000 
for  watches  up  to  30/sh. 
and  movements  up  to 
25/sh. 

None 


None 


None 
None 


Free  access  through  Tan- 

giers 
None 


Source:  U.S.  Tariff  Commission,  Watch  Movements  {1958). 


By  1958  five  watch-producing  firms  had  been  established,  three 
British  and  two  United  States  controlled.  The  first  three  were  all 
beneficiaries  under  the  Anglo-Swiss  Watch  Trade  Agreement  of  1946 
which  gave  them  access  to  all  necessary  components  and  enabled  them 
to  hire  from  MACHOR  those  special-purpose  machine  tools  which 
are  on  the  Swiss  export  banned  list.  All  three  firms  took  advantage  of 
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these  arrangements  and  in  the  early  stages  were  large  importers  of 
Swiss  components.  They  are  now  able  to  obtain  the  bulk  of  their  re- 
quirements from  British  sources,  ancillary  industries  having  been  set  up 
for  the  production  of  jewels,  hairsprings,  cases,  dials,  hands,  etc.  Some 
component  firms  are  now  exporters.  The  three  British  watch  factories 
are  still,  however,  very  dependent  on  the  MACHOR  tools,  and  a  seri- 
ous situation  would  arise  if  these  were  recalled.  The  crisis  would  prob- 
ably be  met  by  importation  from  France  or  Germany,  since  there 
would  be  little  inducement  for  the  British  tool  industry  to  manufacture 
special  machines  for  which  there  is  negligible  demand. 

The  two  United  States-controlled  firms  (Timex  and  Westclox)  ob- 
tained technical  assistance  from  their  parent  companies.  Any  compo- 
nents which  they  may  have  imported  came  from  Germany  or  France, 
and  Timex  was  known  to  have  obtained  its  tooling  from  a  German 
firm.  Thus  neither  company  was  dependent  on  the  Swiss  watch  industry 
from  the  start. 

Of  the  three  British-owned  firms,  only  one  made  jewel-lever  watches 
(anticipated  1958  production  120,000,  with  capacity  to  double  this 
amount).  The  two  remaining  British-owned  firms  made  jeweled  and 
nonjeweled  pin-lever  watches,  while  both  United  States-controlled 
companies  made  only  nonjeweled  pin-lever  models.  Unlike  the  Swiss, 
British  watchmakers  supplied  no  significant  numbers  of  uncased  move- 
ments to  the  trade. 

Labor  in  the  industry  worked  a  44-hour  five-day  week.  Earnings  were 
about  equivalent  to  those  paid  in  the  Swiss  watch  industry,  and  condi- 
tions of  work  generally  were  above  average  for  British  engineering. 

Total  unit  sales  of  the  British  watch  industry  increased  steadily  from 
1947  through  1955  and  were  approximately  2.6  million  in  1957,  of 
which  close  to  0.5  million  were  exported,  mostly  to  Commonwealth 
countries.  In  terms  of  value,  1957  sales  were  about  £3.6  million6  and 
exports  £283,400.  The  1957  import  quota  protecting  the  domestic 
market  permitted  entry  of  £2.4  million  watches  from  Switzerland  or 
£2.8  million  on  a  world-wide  basis  (to  be  increased  in  1958  by  £58,- 
500).  In  addition,  legal  and  illegal  importation  by  tourists  plus  large- 
scale  smuggling  had  to  be  considered  in  calculating  the  share  of  the 
market  taken  by  domestic  firms.  If,  as  estimated,  sales  for  these  firms 
in  1958  were  about  the  same  as  in  1957,  domestic  production  would 
account  for  about  53%  of  total  sales  in  pounds. 

With  continued  protection  and  no  undue  increase  in  foreign  compe- 


In  1957  one  pound  equaled  $2.80. 
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tition,  estimated  peak  domestic  production  in  Great  Britain  might  reach 
3.6  million  units — small  by  Continental  standards.  According  to  a 
senior  executive  in  one  of  the  larger  firms,  the  British  industry  had 
"no  ambitions  to  compete  with  the  long-established  and  highly  efficient 
Swiss  industry,"  but  rather  would  concentrate  its  attention  on  increasing 
productivity  so  that  it  would  continue  to  be  on  a  commercially  sound 
basis  under  possible  future  Free  Trade  conditions. 

THE  UNITED  STATES  WATCH  INDUSTRY 

Organization.  In  1958  domestic  watch  movements  were  made  by 
three  firms  that  produced  jewel-lever  movements  and  by  four  other 
companies  that  made  pin-lever  movements.  The  principal  makers  of 
jewel-lever  watches  were  the  Bulova  Watch  Company,  the  Elgin  Na- 
tional Watch  Company,  and  the  Hamilton  Watch  Company.  Another 
firm,  the  Waltham  Watch  Company,  was  active  in  the  field  until  1957 
when  it  was  reorganized  following  bankruptcy  and  receivership. 

The  principal  makers  of  pin-lever  watches  were  the  General  Time 
Corporation,  U.S.  Time  Corporation,  and  the  E.  Ingraham  Company. 
The  New  Haven  Clock  and  Watch  Company  made  a  limited  number 
of  such  movements,  but  the  output  has  been  small  since  December, 
1956,  when  this  concern  went  into  receivership.7 

All  United  States  watch-producing  companies,  unlike  many  Swiss 
firms,  made  rather  than  bought  their  parts;  in  other  words,  "the  manu- 
facture of  watch  movements  ...  is  organized  almost  wholly  along 
vertical  lines."8  Like  the  British  industry,  the  United  States  lacked  spe- 
cialized watch  machinery  manufacturers.  "Most  of  the  machinery 
used  in  making  .  .  .  parts  is  .  .  .  designed  and  produced  by  the  in- 
dividual manufacturers."9 

Besides  the  seven  companies  engaged  in  domestic  watch  manufac- 
ture, a  much  larger  number  of  companies  engaged  in  watch  assembly, 
e.g.,  in  the  casing,  timing,  regulation,  boxing,  and  marketing  of  im- 
ported movements.  Although  more  than  100  companies  engaged  in 
assembling  jewel-lever  watches,10  only  three  of  the  nonmanufacturing 
firms  were  major  elements  in  the  industry.  These  were  the  Benrus 
Watch  Company,  the  Longines-Wittnauer  Watch  Company,  and  Gruen 

7  U.S.  Tariff  Commission,  Watch  Movements  (1958),  pp.  10-11. 

8  U.S.  Tariff  Commission,  Watches  .  .  .  War  Changes  in  Industry  Series,  Report  No. 
20  (Washington,  D.C,  1947 ) ,  p.  4. 

9  Ibid.,  p.  118. 

10  U.S.  Tariff  Commission,  Investigation  No.  4  under  Part  III  of  Executive  Order  10082 
Covering  Watches  .  .  .  Brief  in  Behalf  of  American  Watch  Association,  Inc.  (New  York, 
1951),  p.  2. 
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Industries,  Inc.  Of  these  companies,  Gruen  (formerly  Gruen  Watch 
Company)  experimented  with  limited  domestic  production  after  World 
War  II  but  subsequently  abandoned  the  practice.11 

While  some  jewel-lever  companies  engaged  in  no  domestic  manu- 
facture, all  domestic  producers  since  1952  have  imported  some  jewel- 
lever  watches.  "Most  of  their  imports  were  in  jewel  counts  of  17  and 
lower  and  in  price  ranges  designed  to  supplement  those  of  their  do- 
mestic output."12  The  practice  of  engaging  in  both  assembly  operations 
and  local  manufacture  has  been  long  standing  in  the  case  of  the  largest 
company,  Bulova,  which  imported  watches  from  its  plant  in  Switzer- 
land for  many  years  before  starting  to  build  up  United  States  manufac- 
ture in  1931.13  Its  domestic  output  was  about  30%  of  its  sales.  In  1957 
watches  with  imported  movements  constituted  28%  of  total  sales  for 
all  domestic  jewel-lever  manufacturers.14 

United  States  jewel-lever  watch  companies  primarily  engaged  in 
manufacture,  and  those  engaged  wholly  or  mainly  in  assembly  belonged 
to  different  trade  associations  (the  American  Watch  Manufacturers' 
Association  and  the  American  Watch  Association,  respectively)  and 
have  taken  different  stands  on  public  policies  touching  their  industry 
such  as  tariffs  and  the  issue  of  whether  or  not  domestic  manufacture 
is  essential  to  defense.  For  example,  manufacturers  (excluding  Bul- 
ova), taking  advantage  of  changes  in  the  tariff  law  passed  in  1951, 
have  attempted  to  have  duties  on  competing  imports  increased.  The 
same  group  has  also  worked  to  plug  what  it  regards  as  loopholes  in  the 
tariff  law  leading  to  evasion.  Finally,  all  domestic  manufacturers,  in- 
cluding Bulova,  have  tried  to  have  their  industry  declared  essential  to 
the  national  defense;  had  this  view  been  officially  accepted,  the  industry 
would  have  been  eligible  for  government  assistance  of  various  types, 
including  but  not  limited  to  higher  tariffs. 

In  contrast,  United  States  jewel-lever  watch  companies  who  import 
Swiss  movements  for  assembly  have  opposed  higher  tariff  protection 
for  domestic  makers  and  have  taken  the  position  that  the  manufac- 
turers' skills  are  not  essential  to  the  national  defense. 

In  seeking  protection,  etc.,  manufacturers  argued  that  their  problem 
in  competing  with  the  Swiss  for  the  United  States  market  rested  largely 
on  the  difference  between  Swiss  and  United  States  wages  and  that  the 
wage  factor  was  decisive  because  labor  costs  were  80%  or  more  of  the 

11  Gruen  Watch  Co.,  Annual  Reports. 

12  U.S.  Tariff  Commission,  Watches,  Movements,  and  Parts  (1954),  p.  26. 

13  Bulova  Watch  Co.,  Annual  Reports. 

14  U.S.  Tariff  Commission,  Watch  Movements  (1958),  p.  16. 
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total  costs  of  watch  manufacture.Jn_contrast,  watch  assemblers  argued 
that  "the  real  basis  of  Swiss  competition  is  in  the  superior  technology 
and  marketing  abilities  of  that  watch  industry,  not  low  wages  of  Swiss 
workers."  In  support  of  their  view  they  pointed  to  the  domestic  pro- 
ducers' failure  to  produce  specialty  watches,  for  which  there  was  a  high 
demand,  and  also  to  the  domestic  producers'  increasing  concentration 
on  high-priced  models  containing  more  than  1"  jewels  during  a  period 
when  the  greatest  sales  expansion  had  occurred  in  low-priced  watches.10 
The  Tariff  Question,    In  challenging  the  adequacy  of  protective 
tariffs  on  watches  and  watch  movements.  United  States  manufacturers 
did  not  raise  an  issue  regarding  the  rate  of  dun'  levied  on  movements 
containing  more  than  1"  jewels.  Since  the  Tariff  Act  of  193016  the 
dun-  on  such  movements  has  consistently  been  SI 0.7 5  per  unit.  Im- 
ports of  such  watches  have  been  less  than  1  rc  of  total  imports  and 
have  not  exceeded  20.000  units  in  any  single  year,  this  high  being 
reached  in  1957.  During  this  period  United  States  jewel-lever  watch 
manufacturers  increasingly  concentrated  their  production  on  move- 
ments with  more  than  17  jewels,  as  shown  by  the  following  figures: 

Year  or  Per  Cent  of  Total  Output 

Period  Containing  More  than  17  Jewels* 

1936-40  13.2 

1946-50  41.7 

1957  70.0 

*  U  S.  Tariff  Commission.  Watches,  Movements,  and  Parts 
{1954s.  table  7;  Watch  Movements  {1958),  table  5. 

In  contrast  to  the  situation  on  movements  with  more  than  1  jewels, 
duties  on  movements  with  0-1"  jewels  were  scaled  down  in  1936  when 
a  concession  was  granted  to  the  Swiss  under  a  reciprocal  trade  agree- 
ment, and  in  1951  and  1953  the  Elgin.  Waltham.  and  Hamilton  com- 
panies attempted  to  get  these  tariffs  increased.  Impetus  behind  these 
moves  was  the  passage  in  1951  of  the  Trade  Agreement  Extension 
Act  containing  a  provision  (Section  7,  the  so-called  "Escape  Clause") 
under  which  tariffs  could  be  raised  in  certain  cases.  (The  procedure 


15  US  Congress  Report  of  the  Joint  Economic  Committee.  Defense  Essentiality  and 
Foreign  Economic  Policy— Case  Study:  Watch  Industry  and  Precision  Skills  (84th  Cong., 
2d  sess.)  (Washington.  D.C.:  U.S.  Government  Printing  Office,  1956),  p.  25. 

16  "The  duties,  both  under  the  Act  and  under  the  subsequent  modihcations  thereof, 
are  specific  and,  in  general,  vary  inversely  with  the  width  or  the  movements,  and  directlv 
witfa  the  number  of  jewels  and  the  number  of  adjustments  they  incorporate.  Certain 
features,  <uch  as  self-winding  mechanisms,  are  subject  to  specinc  dunes,  except  when  in- 
corporated into  movements  containing  17  or  more  jewels  which  are  subject  to  a  single  rate 
of  dun-  irrespective  of  their  size,  jewel  count  or  special  features.  (See  U.S.  Tariff  Com- 
mission, Watch  Movements  [1956],  pp.  1-2.) 
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involved  called  for  an  application  by  the  industry  to  the  U.S.  Tariff 
Commission  for  relief.  The  Commission,  in  turn,  might  advise  the 
President  to  grant  relief  in  the  form  of  increased  import  duties  if  it 
found  that,  as  a  result  in  whole  or  in  part  of  the  customs  treatment 
reflecting  concessions  in  a  reciprocal  trade  agreement,  articles  were 
being  imported  into  the  United  States  in  such  increasing  quantities, 
either  actual  or  relative,  as  to  cause  or  threaten  serious  injury  to  the 
domestic  industry  producing  like  or  directly  competitive  products.)17 
The  industry's  application  for  relief  was  favorably  viewed  by  the 
Tariff  Commission  in  both  1952  and  1954,  but  in  1952  President 
Truman  determined  not  to  change  the  tariff  rate.  In  1954,  however, 
the  applicant  companies  were  successful  and  rates  were  increased  by 
about  50%  (see  Exhibit  7). 


Exhibit  7 

NOTE  ON  THE  WORLD  WRIST  WATCH  INDUSTRY 

The  United  States  Watch  Industry 
United  States  Rates  of  Duty  under  the  Tariff  Act  of  1930 
and  under  That  Act  as  Modified  in  1936  and  1954 


Item 

Tariff  Rates 

1930 

1936 

1954 

Watch  movements  less  than  1.77  inches  wide: 

Having  more  than  17  jewels  

$10.75 

$10.75 

$10.75 

Having  more  than  1  but  not  more  than 

17  jewels*^  

$1.25-$2.50 

$0.90-$1.80 

$1.25-$2.50 

Having  no  jewels  or  only  1  jewel*  

$0.75-$L50 

$0.75-$0.90 

$0.75-$l-35 

Additional  duties  on  watches  with  17  jewels 

or  less: 

For  each  jewel  in  excess  of  7  

$0.15 

$0.09 

$0,135 

For  each  adjustment  

$1.00 

$0.50 

$0.50 

Self-winding,  or  designed  to  operate  in  ex- 

cess of  47  hours  without  rewinding  

$1.00 

$0.50 

$0.50 

*  Applicable  rate  determined  by  width  of  movement. 

Source:  U.S.  Tariff  Commission,  Watch  Movements  (1958),  p.  21. 


In  advising  the  President  to  grant  relief,  the  Tariff  Commission  took 
into_j£count_such  factors  as  volume  trends  for  domestic  producers 
compared  with  volume  trends  for  imports  and  the  falling  share  of  the 
m^etgomg  to  United  States  manufacturers  (see  Exhibits  8,  8 A,  and 
8B)7ThF  Commission  also  pointed  to  the  declining  protection  offered 
_by_sgerific  duties  under  conditions  of  rising  costs  and  values,  concluding 
jJm"in  1935,  the  year  before  the  Swiss  agreement,  the  ad  valorem 
equivalent  of  the  duties  on  all  watch  movements  averaged  81%,  but 

"  U.S.  Tariff  Commission,  Watches.,  Movements,  and  Parts  (1934),  p.  1. 
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by  1953  it  averaged  33 %."18  Another  significant  factor,  since  labor  costs 
accounted  for  80%  of  the  total  current  cost  of  United  States  watch  pro- 
duction, was  the  near  tripling  of  United  States  horological  wages  by 
1953  as  compared  with  the  period  1936-40  (see  Exhibit  9).  An  em- 
ployment comparison  for  the  same  period  showed  that  labor  engaged 

Exhibit  8B 

NOTE  ON  THE  WORLD  WRIST  WATCH  INDUSTRY 


The  United  States  Watch  Industry 
Jewel-Lever  Watches  as  a  Percentage  of  Total  Sales 
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Source:  Prepared  from  Exhibit  8. 


in  making  jewel-lever  watches  was  down  almost  one  third  and  on  pin- 
lever  watches  down  almost  one  half  (Exhibit  9).  Also  noted  was  the 
much  greater  postwar  than  prewar  dependence  of  watch-producing 
companies  on  nonwatch  business  (Exhibit  10),  the  importing  of  watch 
movements  by  some  United  States  producers  who  had  previously  manu- 
factured all  their  own  requirements,  and  the  ratios  of  watch  company 

18  ibid.,  p.  11. 
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Exhibit  9 

NOTE  ON  THE  WORLD  WRIST  WATCH  INDUSTRY 
The  United  States  Watch  Industry 
Average  Number  of  Employees  Engaged  in  Producing  Domestic  Watches 
(Including  Parts  and  Service)  *  and  Average  Hourly  Earnings 


Year  or  Period 

Average  Number  of 
Employees 

Average  Hourly  Earnings! 

Jewel-Lever 
Watches 

Pin-Lever 
Watches 

Jewel-Lever 
Watches 

Pin-Lever 
Watches 

1936-40t  

6,473 

4,382 

$0.62 

$0.57 

1946-50  

9,318 

4,490 

1.31 

1.18 

1951  

8,379 

3,244 

1.63 

1.33 

1952  

6,561 

2,508 

1.69 

1.36 

1953  

5,951 

2,349 

1.79 

1.44 

1954  

4,199 

2,659 

1.90 

1.52 

1955  

4,072 

2,836 

2.04 

1.52 

1956  

3,955 

2,899 

2.19 

1.58 

1957  (full  year)  

3,621 

2,754 

2.29 

1.58 

1957  (January-March)  

3,798 

n.a. 

1958  (January-March) 

2,952 

3,538 

2.19 

1.58 

*  Excludes  other  business  of  domestic  manufacturers. 

t  Excludes  fringe  benefits. 

j  1937-40  for  pin-lever  watches. 

n.a.    Not  available. 

Source:  U.S.  Tariff  Commission,  Watches,  Movements,  and  Parts  (1954),  tables  15  and  16  for  figures 
through  1950;  Watch  Movements  (1958),  pp.  17  and  29  for  1951  and  later  years. 


Exhibit  10 

NOTE  ON  THE  WORLD  WRIST  WATCH  INDUSTRY 
The  United  States  Watch  Industry 


Nonwatch  Business  as  a  Percentage  of  Sales 
for  United  States  Jewel-Lever  Watch  Manufacturers 


Year  or  Period 

Nonwatch 
Business* 

Domestic 
Watches 

Watches  with 
Imported 
Movements 

1936-50  

3% 

(t) 

CO 

1953  

32 

45% 

23% 

1954  

45 

31 

24 

1955  

41 

37 

22 

1956  

35 

41 

24 

1957  

26 

46 

28 

1957  (January-March) 

39 

38 

23 

1958  (January-March) 

47 

30 

23 

*  Defense  products  excluded  1936-50,  included  1953-58. 
t  Slightly  under  75%. 
t  Slightly  under  25%. 

Source:  U.S.  Tariff  Commission,  Watches,  Movements,  and  Parts  (1954),  pp.  36  and  37:  Watch 
Movements  (1958).  pp.  15-17. 


profits  to  net  worth  and  sales,  which  appeared  headed  downward  after 
1950  (see  Exhibit  11). 

^  Up  jeweling  and  Adjustments.  Besides  attempting  to  obtain  relief 
injhe  form  of  higher  tariffs,  domestic  jewel-lever  manufacturers  have 
tried  to  put  a  stop  to  certain  practices  which  they  regard  as  tariff 
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evasions.  One  such  practice,  known  as  up  jeweling,,  consists  of  the  addi- 
tion of  jewels  to  an  imported  movement  by  assemblers. 

Owing  to  the  costs  involved  in  this  practice19  and  later  to  a  Swiss 
ban  on  export  for  this  purpose,  upjeweling  was  not  important  after 
World  War  II  until  the  increased  tariff  rates  were  passed.  Subse- 
quently, the  Swiss  removed  their  ban,  and  some  assemblers  started  to 
import  17- jewel  movements  especially  prepared  by  the  Swiss  for  up- 
jeweling.  Assemblers  could  thus  evade  the  $10.75  import  duty  on 
watches  with  more  than  17  jewels  and  still  create  a  product  competi- 
tive in  jewel  count  with  the  highest-priced  United  States  watches. 

Exhibit  11 

NOTE  ON  THE  WORLD  WRIST  WATCH  INDUSTRY 
The  United  States  Watch  Industry 
Ratios  of  Pretax  Profits  to  Net  Worth  and  Sales 
for  United  States  Watch  Manufacturers 


Ratio  of  Profit 

5  to  Net  Worth 

Ratio  of  Profits  to  Net  Sales 

Year 

Jewel-Lever 

Pin-Lever 

Jewel-Lever 

Pin-Lever 

Watch  Mfrs. 

Watch  Mfrs. 

Watch  Mfrs. 

Watch  Mfrs. 

1950  

18.0% 

24.3% 

11.6% 

13.4% 

1951  

16.0 

23.4 

9.3 

12.1 

1952  

13.9 

16.9 

7.1 

7.2 

1953  

18.2 

27.4 

8.2 

7.6 

1954  

17.5 

18.1 

7.6 

7.3 

1955  

17.2 

14.7 

8.1 

6.4 

Source:  U.S.  Tariff  Commission,  Watches,  Movements,  and  Parts  (1954),  tables  17  and  18; 
Watch  Movements  (1956),  tables  15  and  16. 


After  a  May,  1956,  Bureau  of  Customs  instruction  virtually  put  an 
end  to  such  shipments,  upjeweling  assemblers  shifted  to  movements 
not  especially  prepared  for  the  purpose. 

Subsequently,  with  a  view  to  deterring  this  practice,  two  bills  were 
introduced  into  Congress,  one  of  which  increased  the  duty  on  any  move- 
ment that  was  upjeweled  within  three  years  of  its  release  by  customs, 
while  the  other  bill  subjected  any  movement  to  which  a  jewel  was 
subsequently  added  to  an  $8.00  processing  tax.20  The  latter  law  would 
have  applied  in  the  case  of  movements  to  which  separately  imported 
jeweled  self-winding  mechanisms  were  added,  thus  superseding  a  Bu- 
reau of  Customs  decision  that  movements  especially  prepared  for  such 
additions  did  not  fall  under  its  rule  for  determining  the  duty  on  move- 
ments "especially  prepared  for  upjeweling." 

In  supporting  legislation  to  restrict  upjeweling,  Mr.  Arde  Bulova 

19  About  5  cents  a  jewel,  plus  labor  costs,  which  depend  on  the  extent  of  watch  re- 
building needed.  (See  U.S.  Tariff  Commission,  Watch  Movements  (1956) ,  p.  17.) 
™lbid.f  p.  18. 
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said  that  he  regarded  .  .  this  new  upjeweling  campaign,  launched 
by  the  Swiss  Watch  Trust,  [as]  ...  the  final  step  in  a  program  to 
eliminate  the  American  manufacture  of  jeweled  watch  movements  so 
that  the  Swiss  can  have  a  100%  monopoly."21  Assemblers  and  import- 
ers, however,  stated  among  their  arguments  that  upjeweling  affected 
less  than  1  %  of  imports.22  Mr.  Ralph  Lazrus,  president  of  the  American 
Watch  Association,  further  charged  that  "the  consumer  is  the  one 
who  is  taking  the  beating  .  .  .  because  of  the  monopoly  granted  by 
the  tariff."  He  added  that  the  way  to  eliminate  upjeweling  was  to 
eliminate  the  $10.75  rate  on  watches  containing  more  than  17  jewels.23 
Neither  of  the  two  bills  designed  to  stop  upjeweling  was  passed.24 
In  seeking  to  plug  loopholes  in  the  tariff,  United  States  manufactur- 
ers have  also  charged  that,  owing  in  part  to  a  misinterpretation  of  the 
law  by  the  U.S.  Treasury  Department,  Swiss  manufacturers  have  been 
able  to  mark  watch  movements  exported  to  the  United  States  as  "un- 
adjusted," thus  escaping  the  tax  on  adjustments  (Exhibit  6),  whereas, 
in  fact,  such  movements  actually  have  been  adjusted  for  temperature, 
isochronism,  and  position.  (According  to  the  Treasury,  the  only  tax- 
able adjustments  were  those  made  following  assembly,  whereas  ad- 
justments for  temperature  and  isochronism  can  be  made  only  during 
assembly.)  In  1939,  1948,  and  1950  the  Elgin,  Waltham,  and  Hamil- 
ton companies  raised  this  problem  with  the  Tariff  Commission  but  did 
not  obtain  a  ruling.  In  1955,  as  a  result  of  an  anonymous  communica- 
tion to  the  FBI  (charging  that  the  Treasury  ruling  had  resulted 
"[1]  in  a  loss  of  revenue  .  .  .  since  1930  of  over  $238  million; 
[2]  in  the  domestic  industry  now  controlling  only  18%  of  the  domes- 
tic jeweled  watch  market  as  compared  with  52%  in  1935;  [3]  in  a 
considerable  loss  of  those  skills  .  .  .  essential  to  national  security"), 
the  issue  was  investigated  by  a  subcommittee  of  the  Senate.20 

In  their  testimony  before  the  subcommittee,  the  United  States  manu- 
facturers showed  that  the  term  "adjustment"  was  used  by  the  Swiss 
themselves  to  cover  operations  performed  on  watches  that  were  marked 
"unadjusted"  only  if  designed  for  the  United  States  market.  Mr.  Arde 
Bulova  called  for  new  legislation  "in  order  that  trickery,  chicanery, 
and  technicality  shall  not  be  permitted  to  interfere  with  high  govern- 

21  U.S.  House  of  Representatives,  Ways  and  Means  Committee,  Hearings  on  Upjeweling 
(Washington,  D.C. :  U.S.  Government  Printing  Office,  1955 ) ,  p.  52. 

22  U.S.  Tariff  Commission,  Watch  Movements  (1956),  p.  18. 

23  U.S.  House  of  Representatives,  Ways  and  Means  Committee,  op.  cit. 

24  U.S.  Tariff  Commission,  Watch  Movements  (1956),  p.  17. 

25  U.S.  Senate,  Swiss  Watches — Adjustments  (Report  of  the  Committee  on  Government 
Operation  Made  by  Its  Permanent  Subcommittee  on  Investigation,  84th  Cong.,  2d  Sess.) 
(Washington,  D.C:  U.S.  Government  Printing  Office,  1956),  p.  2. 
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ment  objectives."  A  spokesman  for  the  importers  and  assemblers  ar- 
gued, in  contrast,  that  the  operations  normally  performed  by  the  Swiss 
in  producing  what  they  called  an  'adjusted"  watch  were  never  in- 
tended to  be  subject  to  a  tax  and  that  the  tax  applied  only  if  the  watch 
had  been  put  through  an  unusual  postassembly  process  known  to  the 
Swiss  as  reglage-de-precision.  This  involved  a  series  of  tests  and  minute 
adjustments  made  by  skilled  craftsmen  over  a  period  of  several  weeks 
and  resulted  in  a  watch  with  near-chronometer  accuracy. 

In  their  report,  members  of  the  subcommittee  took  no  stand  on  the 
merits  of  the  case  but  concluded  that  the  issue  "should  be  clarified  at 
the  earliest  possible  date"  either  by  the  courts  or  through  specific  legis- 
lation.26 

Post-Tariff  Shifts  in  Imports  and  Domestic  Output.  Following  the 
1954  increase  in  the  tariff,  changes  occurred  in  the  volume  and  com- 
position of  both  imports  and  domestic  output.27  According  to  the  U.S. 
Tariff  Commission,  "some  of  these  developments  may  be  directly  at- 
tributed in  whole  or  in  part  to  the  tariff  increases;  others  are  only  in- 
directly related  to  them,  and  others  merely  coincided  with  them."28 

In  terms  of  volume,  unit  imports  lost  ground  for  two  years  starting 
in  1954,  but  the  loss  was  ascribable  only  in  part  to  increased  tariffs;  it 
was  also  due  in  part  to  the  United  States  recession  and  overstocks  in 
the  channels  of  trade.29  In  1956  unit  imports  again  exceeded  the  highs 
obtained  in  1953,  though  total  values  were  considerably  lower:30 


Year 

All  Imported  Movements* 
(In  Millions) 

Movements  Used 

in  Clocks 
(Units  in  Millions) 

Foreign  Value 

Units 

1953  

$70.7 

13.4 

1.1 

1954  

54.5 

10.5 

1.1 

1955  

50.5 

10.9 

1.2 

1956  

57.3 

13.5 

1.1 

1957  

56.9 

13.2 

0.9 

*  Including  small-clock  movements. 


26  Ibid.,  p.  12. 

27  Trends  in  the  United  States  watch  industry  are  subject  to  periodic  review  by  the  U.S. 
Tariff  Commission,  which  is  charged  with  reviewing  all  escape-clause  actions  "with  a 
view  to  determining  whether  a  concession  that  has  been  modified  or  withdrawn  may  be 
restored  in  whole  or  in  part  without  causing  or  threatening  serious  injury  to  the  domestic 
industry  concerned."  In  each  of  three  reports  (Watch  Movements)  since  1954,  the  Com- 
mission has  stated  that  watch  industry  developments  to  date  do  not  indicate  "such  a  change 
in  the  competitive  situation  as  to  warrant  ...  a  formal  investigation"  with  a  view  to  re- 
storing concessions  to  the  Swiss. 

2S  U.S.  Tariff  Commission,  Watch  Movements  (1956) ,  pp.  5  and  6. 

29  Ibid.,  p.  7. 

30  U.S.  Tariff  Commission,  Watch  Movements  (1958),  p.  23. 


NOTE  ON  THE  WORLD  WRIST  WATCH  INDUSTRY  35 


Following  the  changes  in  the  tariff,  a  shift  also  occurred  in  the 
composition  of  imports,  namely,  a  substantial  trend  toward  movements 
containing  0-1  jewels,  nearly  all  of  which  were  pin-lever  units.  Includ- 
ing small-clock  movements,  such  types  went  from  roughly  21%  of 
total  imports  in  1951-53  to  about  44%  in  1956-57.31  According  to 
the  Tariff  Commission,  a  'combination  of  circumstances"  accounted 
for  this  steep  pin-lever  climb,  among  them  the  fact  that  such  move- 
ments "were  subject  in  1954  to  a  much  smaller  increase  in  duty  than 
jeweled-lever  movements."  Also: 

Increased  consumer  acceptance  of  pin-lever  watches,  particularly  in  the 
^smaller  sizes  that  are  currently  supplied  largely  by  imports,  must  be  attributed 
/  not  only  to  their  comparatively  low  prices  but  also  to  the  great  variety  of  sizes, 
^shapes,  and  styles  in  which  they  are  offered  and  to  the  improvements  in  the 
quality  of  many  of  them  in  recent  years.  Another  factor  of  considerable  impor- 
tance in  furthering  the  sale  of  pin-lever  watches  has  been  the  mounting  cost  of 
repairs  on  jeweled-lever  watches.  In  a  period  of  business  recession,  this  con- 
sideration alone  would  account  for  a  marked  shift  in  sales  from  jeweled-lever  to 
pin-lever  watches. 

Watches  containing  imported  pin-lever  movements  are  no  longer  regarded 
as  competing  solely  or  primarily  with  watches  containing  domestic  pin-lever 
movements.  Many  of  them  are  now  widely  regarded  as  offering  serious  compe- 
tJfkiri  to  jeweled-lever  watches,  both  imported  and  domestic.82 

vAt  the  other  end  of  the  scale,  imports  of  movements  containing 
16-17  jewels  (on  which  tariff  increases  were  highest)  declined  sharply 
in  units  and  percentages  following  1954  (from  roughly  60%  of  all  im- 
ports including  small-clock  movements  in  1951-53  to  roughly  46%  in 
195 6-5 7). 33  Unitwise,  however,  such  imports  recovered  from  their 
low  of  1955,  and  in  the  next  two  years  they  were  stable.  According 
to  the  Tariff  Commission,  part  of  the  recovery  "is  believed  to  have 
resulted  from  larger  imports  of  complete  self-winding  movements,  as 
well  as  of  movements  designed  to  accommodate  self-winding  mecha- 
nisms for  attachment  to  the  movements  after  importation."  Imports 
with  more  than  17  jewels  reached  their  highest  level  in  195 7. 34 

In  terms  of  foreign  unit  value,  imported  movements  in  the  higher 
jewel  counts  (16-17  and  over)  declined  after  1954,  partly  because 
some  importers  countered  higher  tariffs  by  shifting  to  lower-quality 
products.35  Units  values  of  the  lower  jewel  counts  rose,  but  the  average 

31  Ibid.,  p.  24. 

32  Ibid.,  pp.  5-6. 

33  Ibid.,  p.  24. 

34  Ibid.,  pp.  5-7. 

35  U.S.  Tariff  Commission,  Watch  Movements  (1956) ,  pp.  12-14. 


36         PROBLEMS  OF  GENERAL  MANAGEMENT 


unit  value  of  all  imported  movements  fell  (from  $5.29  in  1953  to 
$4.30  in  1957)  owing  to  the  shift  toward  pin-lever  movements.36 

Pricewise,  "a  large  proportion  of  the  total  sales  of  watches  containing 
imported  movements  continues  to  be  in  the  price  range  intermediate 
between  the  highest  prices  charged  for  wholly  domestic  pin-lever 
watches  and  the  lowest  prices  charged  for  wholly  domestic  jeweled- 
lever  watches.  Only  watches  containing  imported  movements  are  avail- 
able in  this  intermediate  price  range."37  "Another  substantial  portion 
of  sales  [with]  imported  movements  consists  of  [watches]  either 
lower  or  higher  priced  than  domestic  watches  or  those  .  .  .  that  con- 
tain special  features  not  found  in  wholly  domestic  watches."38 

The  volume  and  composition  of  domestic  watch  output  was  also 
altered,  in  some  respects  only  temporarily,  following  the  tariff  change 
of  1954.  For  example,  in  1955  and  1956  downtrends  in  output  that 
had  prevailed  in  both  jewel-  and  pin-lever  movements  were  reversed 
but  reappeared  again  in  1957.  However,  pin-lever  watches  continued 
to  increase  in  value: 


Domestic  Jewel-Lever  Watches 

Domestic  Pin-Lever  Watches* 

Year 

Output 

Value 

Output 

Value 

(in  Thousands) 

(in  Millions) 

(in  Thousands) 

(in  Millions) 

1954  

1,716 

$49.0 

5,680 

$16.6 

1955  

1,926 

56.0 

6,566 

20.3 

1956  

2,066 

57.0 

7,383 

22.7 

1957  

1,533 

50.0 

6,373 

27.3 

*  U.S.  Tariff  Commission,  Watch  Movements  (1958),  pp.  16,  25,  and  26. 


As  of  early  1958  it  appeared  that  any  assistance  given  by  the  tariff 
to  domestic  makers  in  capturing  a  larger  share  of  the  total  United 
States  market  had  been  temporary  in  nature: 


Total  Market  Shares* 


Year 

Domestic 
Jewel  Lever 

Domestic 
Pin  Lever 

Total 
Domestic 

Total 
Imported 

1953  

11.4% 

29.9% 

41-2% 

58.8% 

1954  

10.3 

33.9 

44.2 

55.8 

1955  

10.6 

36.6 

47.5 

52.5 

1956  

9.3 

33.8 

43.1 

56.9 

1957  

7.3 

31.6 

38.9 

62.1 

*  U.S.  Tariff  Commission,  Watch  Movements  (1958),  p.  13;  Watch  Movements  (1956),  p.  20. 


36  U.S.  Tariff  Commission,  Watch  Movements  (1938) ,  p.  24. 

37  Ibid.,  p.  7. 

38  Ibid. 
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In  terms  of  composition,  higher  duties  on  jewel-lever  imports  con- 
taining 17  jewels  or  less  did  not  lead  the  domestic  industry  to  re- 
emphasize  production  on  that  category  of  watches.  After  1953  there 
was  no  reported  domestic  output  of  watches  with  under  16  jewels, 
and  only  11.3%  of  total  jewel-lever  output  had  as  few  as  16-17  jewels 
in  the  first  quarter  of  1958.39 

Domestic  makers  did,  however,  broaden  their  lines  to  some  extent 
in  order  to  meet  foreign  competition.  In  1954  one  jewel-lever  maker 
introduced  the  first  domestic  self-winding  watch  (in  men's  size  only), 
and  by  1958  one  of  the  pin-lever  manufacturers  was  also  making  this 
specialty  item.  Following  the  lead  of  the  highly  successful  Swiss  pin- 
lever  makers,  one  pin-lever  company  in  the  United  States  redesigned 
its  line  and  was  reported  to  be  "phenomenally  successful."40  A  United 
States  maker  more  recently  brought  out  the  world's  first  electric  watch, 
and  another  announced  an  electronic  watch  in  1959. 

Defense  Essentiality.  Whether  or  not  the  United  States  watch- 
producing  industry  was  essential  to  national  defense  was  an  issue  that 
assumed  added  practical  importance  in  1955  when,  by  rewriting  Sec- 
tion 7  of  the  Trade  Agreement  Act,  Congress  gave  the  President  new 
powers  to  take  such  steps  as  might  be  necessary  to  modify  trade  policy 
as  the  national  defense  might  require.  The  administrative  agency 
charged  with  advising  the  President  in  this  matter  was  the  Office  of 
Defense  Mobilization  (ODM),  and  the  first  industry  it  selected  for 
study  under  the  new  law  was  United  States  jeweled  watch  manufac- 
ture. The  ODM  study,  initiated  in  1956,  was  not,  however,  the  first 
to  consider  the  defense  essentiality  of  the  United  States  horological 
producers.  Previously  this  issue  had  been  canvassed  by  a  number  of 
governmental  bodies,  including  the  National  Security  Resources 
Board,  ODM  itself,41  and  a  subcommittee  of  the  U.S.  Senate.42  More- 
over, in  1956  still  another  study  was  initiated  by  a  joint  committee  of 
Congress,43  which  included  among  its  objectives  the  aim  of  discovering 

39  U.S.  Tariff  Commission,  Watch  Movements  (1958)  ,  p.  25. 

40 U.S.  Tariff  Commission,  Watch  Movements  (1956),  p.  21;  Watch  Movements 
(1958), p.  5. 

41  U.S.  Interdepartmental  Committee  on  the  Jeweled  Watch  Industry,  A  Report  to  the 
Director  of  the  Office  of  Defense  Mobilization  on  the  Essentiality  to  National  Security  of 
the  American  Jeweled  Watch  Industry  (Washington,  D.C.,  1954) . 

42  U.S.  Senate,  Preparedness  Subcommittee  No.  6  of  the  Senate  Committee  on  Armed 
Services,  Essentiality  of  the  American  Horological  Industry  (S.  Res.  185,  84th  Cong., 
1st  sess.)  (Washington,  D.C. :  U.S.  Government  Printing  Office,  1955  ) . 

43  U.S.  Congress,  Report  of  the  Joint  Economic  Committee,  Defense  Essentiality  and 
Foreign  Economic  Policy — Case  Study:  Watch  Industry  and  Precision  Skill  (84th  Cong., 
2d  sess.)  (Washington,  D.C:  U.S.  Government  Printing  Office,  1956) . 
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some  "impartial  criteria"  or  tests  of  essentiality.  This  committee  pointed 
out  that  the  Trade  Agreements  Act  of  1955,  though  aimed  at  protecting 
the  national  mobilization  base,  incidentally  provided  "a  new  rationale 
whereby  some  industries,  denied  other  forms  of  relief  from  foreign 
competition,  might  advance  a  'national  defense'  argument  as  the  next 
resort  to  the  solution  of  their  problems."  It  also  pointed  out  that  by 
'early  May  1956  as  manv  industries  had  applied  to  the  Office  of  De- 

Exhibit  12 

NOTE  ON  THE  WORLD  WRIST  WATCH  INDUSTRY 
The  United  States  Watch  Industry 
Examples  of  High-Precision  Defense  Items  Made 
by  Horological  and  Nonhorological  Companies 

Horological  Companies: 
Marine  chronometers 
Mechanical  time  fuses 
Altimeters 
Rocket  fuses 
Drift  sights 
Aircraft  clocks 
Speedometers 
Tachometers 
Gun  camera  timers 
Magnetic  compasses,  etc. 

'Nonhorological  Companies: 
Escape  springs 
Centrifugal  gears 
Escapement  levers 
Escapement  arbor 
Firing  pin  shaft 
Escape  pins 
Escape  gear 

Source:  U.S.  Congress,  Pre- 
paredness Subcommittee  No.  6  of 
the  Senate  Committee  on  Armed 
Services.  Essentiality  to  the  Na- 
tional Defense  of  the  Domestic  Hor- 
ological Industry — Hearings  (83d 
Cong.,  2d  sess.)  (Washington, 
D.C:  U.S.  Government  OrRce, 
1954),  pp.  84  and  177. 

fense  Mobilization  for  relief  ...  on  the  grounds  of  defense  essential- 
ity as  there  were  pending  applications  before  the  Tariff  Commission 
for  relief  under  the  escape  clause."44 

In  hearings  called  by  the  various  committees  and  agencies  involved, 
spokesmen  for  the  watch  manufacturers  argued  that  their  industry  was 
essential,  pointing  to  the  fact  that  "the  horological  industry  supplied 
3.5  billion  parts  and  tools  to  manufacturers  outside  its  industry  during 
World  War  II  and  furnished  the  military  with  25  million  completed 


M  Ibid.,  p.  2. 
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end  items"40  (see  Exhibit  12).  Industry  spokesmen  also  stressed  the 
role  of  watch  manufacturers'  research  and  development  divisions  in 
developing  products  needed  for  defense  that  had  not  previously  been 
produced  in  the  United  States. 4b 

Mr.  Arde  Bulova  in  particular  emphasized  the  industry's  unique 
capacity  to  produce  microprecision  parts  with  tolerances  measured  in 
millionths  of  an  inch;  he  further  stated  that  it  might  take  10  to  12 
years  to  train  personnel  to  perform  such  jobs  (see  Exhibit  13  )  and  that 
such  skill  would  atrophy  without  constant  use.  Mr.  Bulova  emphasized 
too  that  the  watch  industry  alone  had  the  skills  to  develop  a  jewel- 
bearing  industry  in  this  country,  that  defense  needs  for  such  bearings 
would  approximate  75  million  a  year,  that  United  States  1954  poten- 
tial (confined  to  a  Bulova  plant)  was  only  five  million,  and  that  foreign 
sources  would  be  cut  off  in  the  next  major  war  as  in  World  War  II.47 

In  contrast,  Mr.  Ralph  Lazrus,  president  of  the  American  Watch 
Association,  Inc.,  stated  that: 

It  is  the  position  of  the  American  Watch  Association  that  this  defense  aspect 
is  nothing  but  a  red  herring:  a  scare  argument  introduced  by  the  American 
manufacturers  into  a  purely  economic  contest  with  the  American  importers  in  an 
effort  to  obtain  governmental  assistance.45 

He  added  that  skills  such  as  those  under  discussion  were  found  in 
many  other  companies,  such  as  Eastman-Kodak  and  Thomas  A.  Edison 
Company  ( see  Exhibit  13).  Former  Senator  Millard  Tydings,  counsel 
for  the  Association,  stressed  the  necessity  of  maintaining  a  truly  recipro- 
cal trade  agreement  with  Switzerland  in  view  of  the  50,000  Swiss 
families  dependent  on  their  watch  industry.49 

On  the  issue  of  how  to  aid  the  industry  should  any  further  help  be 
accorded,  Mr.  Thomas  P.  Pike,  Assistant  Secretary  of  Defense,  indi- 
cated that  tariff  increases  and  import  quotas  were  the  only  practicable 
methods.  In  ruling  out  other  alternatives,  he  stated  that: 

( 1 )  Advance  procurement  by  the  Defense  Department  was  impracticable  be- 
cause requirements  were  too  small. 

(2)  Preferential  procurement  of  nonhorological  items  from  the  watch  in- 
dustry would  injure  other  needed  suppliers. 

45  U.S.  Senate,  Preparedness  Subcommittee  No.  6,  op.  cit..  pp.  6  and  7. 

46  Ibid.,  pp.  7  and  8. 

4'  U.S.  Senate,  Preparedness  Subcommittee  No.  6  of  the  Senate  Committee  on  Armed 

Services,  Essentiality  to  the  National  Defense  of  the  Domestic  Horological  Industry  

Hearings  (83d  Cong.,  2d  sess.)  (Washington,  D.C.,  U.S.  Government  Printing  Office 
1954),  pp.  65-82.  ~  5 

48  Ibid.,  p.  172. 

49  Ibid.,  p.  164. 


,3  o 

y  "8 

<  n 
JO 

-  I 

5 z 

C/3  C 


5  1 

W 

X  « 

_o 
"o 


3 
u 


r~-  <s  <— 1 

SO  — 1  ON 

1 

i-H    OS  fS 

ao  tn  •<£ 

Other 

OO    H  OO 

O  2C 

r-  </■>  <n 

than 
ear 

000 
■>*■  oc  <n 

t  o\  it 

fS"  r-T  i-T 

-c  5  c 

1-3  Year 

Watch  fini 
Chronomei 
Assembler 
Laborator) 
technicii 

9 

2,250 

1,417 
1,014 

0 

>H 

SO 

f> 

Watch  assembler 
Watch  toolsetter 
Quality  control 
Tool  and  die  maker 
Watch  hairspring 
assembler 

27 

1,491 

892 
625 

0 

G  tuD 


i-  o 


-  ^ 


S  «j  £  «  « 


E  -a 


tj     rt  u 

a-  o  -g 
Q  H 


~"  G 

1  8 


C  5 

re 

O  <U 
O  XI 

H  U 


r»  t-j 

i-H  <N 
SO  SO 


1U 

e 


w  co  o 

  "3"  l/^l 

pi  C\  C7S  OS 


SJ  £ 
so 

o  . 


II 


NOTE  ON  THE  WORLD  WRIST  WATCH  INDUSTRY 


41 


(3)  Direct  subsidy  had  so  strong  a  tendency  to  be  "discriminating"  that  it 
should  be  considered  only  as  a  "last  resort." 

(4)  Accelerated  amortization  of  capital  equipment  "would  not  be  helpful,  as 
the  facilities  already  exist." 

( 5 )  Removal  of  the  excise  tax  would  help  only  if  it  were  removed  from  do- 
mestically manufactured  products  while  being  retained  on  imports.  "This,  in  ef- 
fect, would  be  similar  to  increasing  tariffs."50 

Findings.  Government  bodies  charged  with  investigating  the  de- 
fense essentiality  of  American  watch  manufacture  have  arrived  at  vari- 
ous conclusions.  For  example,  the  National  Security  Resources  Board 
in  1948  and  1953  spoke  of  the  industry  as  essential;  so  did  the  U.S. 
Interdepartmental  Committee  in  1954  and  the  Senate  Preparedness 
Subcommittee  No.  6  in  its  staff  report  of  1955.  The  Joint  Economic 
Committee,  however,  in  1956  concluded  that  protection  in  the  form 
of  additional  import  restrictions  would  be  not  only  useless  but  un- 
warranted : 

Importation  can  stimulate  the  ingenuity  and  efficiency  of  the  [U.S.]  watch 
industry.  .  .  . 

This  skill  [of  jewel-lever  watch  producers  in  the  field  of  microprecision  prod- 
ucts] is  valuable,  but  it  is  not  unique,  for  an  increasing  number  of  other  concerns 
are  showing  an  ability  to  work  to  equally  close  or  closer  tolerances,  and  to  de- 
velop complex  weapons  systems  employing  such  components.  .  .  .  The  bur- 
den [of  protecting  the  domestic  watch  industry]  on  other  industries  and  on 
the  trade  of  the  free  world  will  detract  from  national  security.51 

Finally,  in  September,  1957,  Mr.  George  Beitzel,  reporting  for  the 
ODM,  concluded  that  "due  to  significant  reductions  in  recent  years 
in  the  mobilization  requirements  for  jewelled  movements,  the  tre- 
mendous advances  in  and  diffusion  of  precision  production  technique 
and  the  availability  of  necessary  skills  and  production  capacity,  there 
does  not  seem  to  be  a  threat  to  the  national  security  because  of  im- 
ports of  jewelled  watch  movements."52 

Mr.  Beitzel  based  his  opinions  on  the  statements  of  17  missile  con- 
tractors who  stated  that  they  had  adequate  supply  sources  outside  the 
watch  industry,  on  the  ability  to  stockpile  jewels,  and  on  his  belief 
that  emergency  supply  needs  could  be  met  from  other  sources.  He 
added  that  "even  if  essential  requirements  were  off  one  hundred  per 
cent,  the  manpower  needs  involved  could  hardly  be  considered  the 
controlling  factor."53  In  his  decision,  he  attached  less  weight  to  a  re- 

50  Ibid.,  pp.  39  and  40. 

51  U.S.  Congress,  Report  of  the  Joint  Economic  Committee,  op.  cit.,  p.  31. 

52  George  B.  Beitzel,  Report  on  the  Essentiality  to  National  Security  of  the  U.S.  Jewelled 
Watch  Manufacturing  Industry,  September  25,  1957,  pp.  5-6. 

53  Ibid. 
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port  by  an  outside  consultant  and  lecturer  at  the  Harvard  Business 
School,  Mr.  C.  Leigh  Stevens,  who  stated  that  "certainly  the  study  of 
the  watch  industry  in  relation  to  defense  brings  you  inescapably  to  the 
conclusion  that  it  is  essential  and  should  be  preserved."54 

United  States  Market  Prospects.  While  United  States  watch  produc- 
tion had  not  kept  pace  with  the  growth  of  personal  income  (Exhibit 
13 ) ,  the  United  States  market  was  far  from  saturated  according  to  a  re- 
port prepared  in  1958  for  FH  by  Mr.  Daniel  Yankelovich,  then  a  vice 
president  of  Nowland  and  Company,  management  consultants.  Mr. 
Yankelovich  estimated  that  only  69%  of  all  Americans  over  14  years  of 
age  owned  a  wrist  watch  and  that  a  potential  of  35  million  "first" 
sales  remained.  In  addition,  he  estimated  that  a  third  of  the  timepieces 
currently  in  use  were  more  than  ten  years  old  and  that  a  substantial 
replacement  market  therefore  existed. 

/•  Mr.  Yankelovich's  report  also  pointed  out,  however,  that  an  increas- 
C  ing  proportion  of  the  growing  United  States  watch  market  had  been 
absorbed  by  pin-lever  watches  during  the  preceding  ten  years  and  that 
the  average  retail  price  had  fallen  to  $55  from  $75  per  watch  during 
this  same  period.  It  said  further  that  from  1956  to  1957  sales  of 
watches  costing  $15  to  $30  decreased  4%;  that  sales  of  watches  cost- 
ing less  than  $15  increased  76%;  and  that  sales  of  watches  costing 
from  $50  to  $75  increased  60%.  Several  attitudes  on  the  part  of 
American  consumers  were  cited  as  underlying  these  changes: 

1.  Sixty-seven  per  cent  of  those  interviewed  considered  that  an  expensive 
watch  was  an  unnecessary  luxury. 

2.  Fifty-four  per  cent  believed  that  it  was  not  necessary  to  spend  as  much  for 
a  good  watch  today  as  in  former  years. 

3.  Fifty  per  cent  considered  that  there  was  no  longer  a  great  difference  be- 
tween an  expensive  and  an  inexpensive  watch. 

A  number  of  marketing  practices  were  also  considered  to  be  con- 
tributory, including  ( 1 )  vigorous  advertising  by  a  number  of  pin-lever 
manufacturers,  (2)  the  growth  of  discounting,  (3)  the  presence  in 
the  market  of  a  large  number  of  unknown  brand  names,  and  (4)  the 
rsale  of  well-known  brand  names  in  discount  houses, 
v  /x/^^ 

THE  WATCH   INDUSTRY  IN   EUROPE  AND  JAPAN 

France.    The  French  watch  industry,  whose  wages  were  generally 
comparable  to  those  of  its  Swiss  counterpart,  had  started  to  export  in 

54  C.  Leigh  Stevens,  Report  on  the  Essentiality  of  the  Watch  Industry  to  the  Defense 
of  the  United  States  (Unpublished,  1957 ) ,  p.  4. 
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recent  years.  By  1958  it  sold  approximately  20%  of  its  total  output  in 
foreign  markets  and  was  the  third  largest  exporter  of  watches  after 
Switzerland  and  Germany.  Roughly  four  fifths  of  its  production  was  of 
jeweled-lever  watches.  According  to  the  French  business  publication 
Entreprise,  the  industry  had  an  over-all  objective  of  producing  seven 
million  watches  annually  by  1965  and  hoped  ultimately  to  rival  Swiss 
watches  technically  with  the  help  of  Le  Centre  Technique  de  I'Horlo- 
gerie,  a  semipublic  organization  concerned  with  quality  control  and 
design  improvements.  In  order  to  promote  export  sales,  an  organiza- 
tion of  exporters  called  Unimontre  had  been  created.  An  industry- 
sponsored  promotion  bureau  named  Watches  of  France,  Inc.,  was 
opened  in  New  York  in  1957.  In  addition,  the  three  largest  watch- 
makers joined  forces  to  form  a  single  sales  organization  for  the  United 
States. 

Germany.  The  German  watchmaking  industry  had  by  1958  fully 
recovered  from  the  damage  it  suffered  during  World  War  II.  It  was 
continuing  to  expand,  while  concentrating  on  the  manufacture  of  rela- 
tively inexpensive  jeweled-lever  watches  in  large  quantities.  Comprised 
of  a  small  number  of  relatively  small  firms,  its  wages  were  estimated 
by  some  industry  executives  to  be  30-40%  lower  than  those  in  the 
Swiss  industry. 

Italy.  The  Italian  watch  industry  had  two  main  activities:  watch 
manufacturing,  and  the  casing  of  Swiss  watches.  In  1958  its  manufac- 
turing was  limited  to  a  relatively  small  volume  of  inexpensive  watches, 
while  its  casing  operations  consisted  of  adding  gold  and  platinum  cases 
to  Swiss  watch  movements. 

Russia.  Started  by  the  government  in  1946,  the  Russian  watchmak- 
ing industry  was  by  1958  the  second  largest  in  the  world.  It  produced 
only  jeweled-lever  watches.  According  to  a  former  British  government 
official,  the  Russians  had  copied  "all  but  the  Tornos  sliding-head  mill- 
ing machine"  in  developing  their  industry  and  currently  maintained  a 
permanent  research  staff  of  300  engineers.  It  was  his  opinion  that  the 
industry  was  "way  ahead  of  other  Russian  consumer  goods  industries," 
probably  for  strategic  reasons.  A  senior  executive  of  the  British  watch 
industry  who  had  visited  a  Russian  watch  factory  said  that  it  was  among 
the  most  modern  he  had  seen  and  that  the  accuracy  of  the  watches 
produced  was  high.  For  commercial  purposes,  however,  Russian 
watches  were  considered  to  be  poorly  styled  and  high  in  price.  A  Swiss 
watch  executive,  for  example,  reported  that  "rather  unexceptional  look- 
ing Russian  steel  cased  nonautomatic  jeweled-lever  watches  were  of- 
fered at  a  Vienna  trade  fair  at  wholesale  prices  of  $35  each." 
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Japan.  The  following  report,  dated  August,  1959,  from  the  Dai- 
Ichi  Bank  in  Japan  on  the  Japanese  watch  industry  was  submitted  for 
this  note: 

1.  Demand 

The  domestic  demand  for  Japanese  wrist  watches  has  increased  during 
the  postwar  period  by  an  average  annual  rate  of  30%,  while  consumption 
in  general  has  shown  only  a  4%  or  5%  increase  for  the  same  period.  [Ex- 
hibit 14  shows  the  volume  of  production,  the  volume  of  shipment,  and 


Exhibit  14 

NOTE  ON  THE  WORLD  WRIST  WATCH  INDUSTRY 
The  Japanese  Watch  Industry 
Production,  Shipments,  and  Stocks  of  Wrist  Watches  during  Postwar  Period 
(Number  Unit:  One  Piece;  Amount  Unit:  Million  Yen) 


Year 


1945  

1946  

1947  

1948  

1949  

1950  

1951  

1952  

1953  

1954  

1955  

1956  

1957  

1958  

Jan.,  1959. 
Feb.,  1959. 
Mar.,  1959 
Apr.,  1959. 
May,  1959 . 
June,  1959. 


Volume  of 
Product 


25,650 
115,208 
280,723 
489,546 
712,648 
685,713 
916,572 
,194,917 
,584,964 
,966,010 
,200,546 
,644,127 
,372,049 
,256,185 
370,560 
411,626 
483,750 
413,069 
448,152 
468,580 


Amount  of 
Product 


1 
24 
152 
458 
875 
875 
1,285 


3,559 
4,300 
5,740 
8,198 
11,397 
1,007 
1,047 
1,055 
1,049 
1,105 
1,173 


Volume  of 
Shipment 


Shipment 
in  Values 


677,471 
697,333 
922,442 
1,194,203 
1,584,942 
1,955,549 
2,209,020 
2,635,004 
3,362,205 
4,200,253 
369,947 
407,832 
406,506 
393,925 
437,615 
469,186 


887 
883 
1,297 
1,884 
2,690 
3,541 
4,296 
5,722 
8,162 
11,240 
1,004 
1,035 
977 
1,004 
1,069 
1,181 


Stocks 


1,503 
1,835 
12,296 
6,103 
14,990 
24,832 
57,228 
55,432 
56,587 
72,557 
84,986 
92,671 
88,935 


Source:  Dai-Ichi  Bank. 


stocks  of  watches  during  the  postwar  period.  Exhibit  15  shows  watch  and 
clock  shipments  in  yen.]  The  reasons  for  such  a  remarkable  advance  are 
as  follows : 

a)  Latent  demand  accumulated  during  the  wartime  period  of  nonproduc- 


tion. 


b) 


Demand  for  ladies'  watches  arose  owing  to  the  increased  number  of 
women  employees  in  the  various  fields  of  Japanese  industry. 
Farmers'  purchase  of  watches  became  brisk  because  of  the  favorable 
economic  climate  for  Japanese  farmers  since  the  war's  end. 
d)  As  Japanese  technology  in  the  watch  industry  has  advanced  con- 
siderably, domestic  watches  are  gradually  recapturing  the  home  market, 
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which  was  lost  because  of  the  invasion  of  imported  watches,  mainly 
from  Switzerland. 

e)  New  model  watches — such  as  secondhand  style,  flat  style,  waterproof 
style,  and  automatic  style — drew  new  demand  from  those  who  had 
old-style  watches. 

2.  Production 

Until  1957  Japanese  watchmakers  were  limited  to  the  three  companies 
of  Daini  Seikosha.  Citizen  Watches,  and  Orient  Watches,  with  unit  pro- 
duction in  the  ratio  of  5:3:2.  respectively.  In  1958  Takano  Precision, 
through  a  technical  tie-up  with  the  Hamilton  Watch  Company  in  the 
U.S.A.,  entered  the  watch  industry,  and  the  number  of  watchmakers  now 
numbers  four. 

Present  rated  monthly  productive  capacities  are: 

Daini  Seikosha  200,000  pieces       Citizen  watches  130,000  pieces 

Orient  watches   60,000  pieces       Takano  Precision   30,000  pieces 

In  contrast  to  our  country's  clock  industry,  which  is  concentrated  in  the 
Nagoya  area,  three  of  the  watch  manufacturers  are  concentrated  in  Tokyo. 
However,  with  the  entry  of  Takano  Precision  into  the  field,  the  Nagoya 
area  now  has  one  watch  manufacturing  plant. 

3.  The  Record  of  the  Major  Watch  Manufacturers 

Although  demand  for  Japanese  watches  is  increasing,  watchmakers  are 
limited  in  number,  mainly  because  of  technological  considerations.  For 
this  reason,  existing  watchmakers  are  enjoying  the  excellent  profits  shown 
by  the  following  table : 


Hattori  Watch  Co.* 

Citizen  Watches 

Orient  Watches 

Sales  

6.732  million  yen 

1,770  million  yen 

717  million  yen 

Net  profit  

402  million  yen 

299  million  yen 

58  million  yen 

Profit  rate  

6% 

17% 

8% 

Profit  as  per  cent  of 

capital  

134 

99 

62 

Dividend  rate  

25 

20 

18 

*  The  Hattori  Watch  Company  is  the  sales  outlet  for  the  Daini  Seikosha. 


4.  Imports  and  Exports 

Heretofore,  our  country's  foreign  trade  in  terms  or  timepieces  consisted 
of  the  import  of  watches  from  advanced  countries  (mainly  from  Switzer- 
land, the  United  States,  and  Germany),  and  the  export  of  clocks  to  under- 
developed countries  ( Southeast  Asia.  Africa,  the  Near  and  Middle  East, 
etc. )  [see  Exhibit  16].  However,  imported  watches  are  decreasing  in 
number  following  our  own  country's  technological  advances.  Furthermore, 
it  is  anticipated  that  the  nature  of  our  exports  will  gradually  change  from 
exporting  clocks  to  underdeveloped  countries  to  exporting  watches  to  ad- 
vanced countries. 
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Exhibit  16 

NOTE  OX  THE  WORLD  WRIST  WATCH  INDUSTRY 
The  Japanese  Watch  Industry 
The  Record  of  Export  and  Import  of  Watches 
( Unit :  Thousand  Yen ) 

Export  Import 
I  

Watch  Clock  Total  Watch  Clock  Total 


1950   75,334  295,"66  371,100  S,233  4,501  12,734 

1951   S9,835  431,849  521,684  j      631,212  6,683  687,895 

1952   89,772  331,504  421,276  405,145  26,774  431,919 

1953  I  97,009  315,295  412,304  1,004,317  83,830  1,088,147 

1954   69,320  367,292  436,612  605.366  61,102  666,468 

1955   125,298  490,307  615,605  612.631  22,400  639,031 

1956   4S6,088  669,449  1,155,537  !      858,297  1     22,775  881,072 

1957  1  122,136  558,479  680,615  1,137,163  I     12,940  1,150,103 

1958.   139,040  438,758  577,793  906.050  3,934  915,034 


Source:  Statistics  of  the  Custom  Clearance  by  Ministry  of  Finance,  includes  watches'  accessories. 

The  reasons  are: 

a)  The  production  of  clocks  is  a  rather  simple  process  and  is  easily 
attempted  by  countries  of  lower  technological  standards. 

b)  Because  of  the  dollar  shortage,  the  south  Asian  countries  tend  to 
restrict  their  imports  of  clocks  and  other  timepieces  from  Japan. 

c)  Since  50f~c  of  the  production  cost  of  watches  is  made  up  of  labor  cost, 
Japan  is  considered  more  suited  to  this  kind  of  industry,  owing  to  her 
industrial  conditions. 

It  is  rumored  here  that  in  addition  to  the  tie-ups  between  Hamilton- 
Takano  and  Benrus-Hattori  there  will  be  a  possibility  of  tie-ups  between 
Elgin-Citizen  and  Bulova-Orient,  either  in  the  form  of  technical  co-opera- 
tion or  sale. 

It  is  further  noted  that  the  sudden  increase  in  the  number  of  watches 
exported  in  1956  was  due  to  the  temporary  export  of  some  300,000 
watches  to  Communist  China. 

DEVELOPMENTS   DURING    1959  AND  1960 

During  1959  and  I960  the  following  four  items  were  included  in 
the  news  of  the  world  wrist  watch  industry: 

1.  On  October  26,  1959,  Advertising  Age  contained  a  press  release 
shown  in  Exhibit  17. 

2.  In  March,  I960,  the  U.S.  Department  of  Justice  announced 
consent  judgments  ending  the  government's  civil  antitrust  suit  against 
13  of  23  defendants  accused  of  attempting  to  restrict  the  manufacture 
of  watches  in  the  United  States.  The  remaining  ten  defendants,  being 
foreign  watch  manufacturers  or  domestic  importers,  were  expected  to 
go  on  trial  in  September  before  Federal  Judge  John  M.  Cashin.  See 
Exhibit  18  for  additional  details. 
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NOTE  ON  THE  WORLD  WRIST  WATCH  INDUSTRY 
Announcement  of  Advertising  Campaign  by  Watchmakers  of  Switzerland 
Stress  Prospective  Buyer's  Personal  Feelings. 
Swiss  Watchmakers  Urged* 

Program  Reflects  Study  Showing  Big  Threat  of  Pin  Lever  Watchmakers 

New  York,  Oct.  20 — Last  week  the  Watchmakers  of  Switzerland  ventured 
into  a  S  1,500,000  campaign  designed  to  educate  consumers  on  the  meaning  of  a 
quality  watch  ( AA,  Sept.  14) . 

Behind  this  campaign,  the  largest  ever  undertaken  by  the  Watchmakers,  is  a 
thick  loose-leaf  book  reporting  the  findings  of  a  study  carried  out  last  year  by 
Nowland  &  Co.,  Greenwich,  Conn. 

The  Nowland  study,  which  was  commissioned  by  the  Watchmakers,  depicted 
the  watch  industry  as  "sick"  and  warned  the  Swiss  that  immediate  action  is 
needed  to  "bring  order  out  of  chaos." 

The  study  led  directly  to  the  current  campaign.  It  may  also  have  played  a  role 
in  Foote,  Cone  &  Belding's  resignation  of  the  account  after  10  vears.  Cunning- 
ham &  Walsh  is  now  the  U.S.  agency  for  the  Watchmakers. 

One  of  the  unusual  aspects  of  this  story  is  that  the  researcher  responsible  for 
the  Nowland  Study  has  been  retained  by  the  Watchmakers  to  help  implement 
the  findings.  He  is  Daniel  Yankelovich,  who  left  Nowland  at  the  start  of  this 
year  to  set  up  a  market  research  company  under  his  own  name  in  New  York. 

Mr.  Yankelovich  is  now  a  member  of  the  three-man  marketing  committee 
of  the  Watchmakers.  The  other  two  members  are  Paul  Tschudin,  who  is  head  of 
the  Swiss  Watchmakers  office  in  the  U.S.,  and  Win  Nathanson,  head  of  the  pub- 
lic relations  company  bearing  his  name. 

The  Yankelovich-Nowland  study,  which  Advertising  Age  has  been  allowed 
to  examine,  must  have  made  bitter  reading  for  the  Watchmakers.  It  points  out, 
at  the  outset,  that  although  the  study  was  only  supposed  to  clarify  the  problem, 
not  give  solutions,  "the  nature  of  the  problem  is  revealed  so  unambiguously  by 
the  facts  that  the  readers  will  find  the  essence  of  a  solution  inherent  in  the 
findings." 

The  facts  reported  by  the  study  are,  in  brief,  these:  Competitive  conditions  in 
the  watch  industry  have  changed  radically  since  World  War  II;  aggressive  ad- 
vertising and  selling  by  makers  of  inexpensive  pin  lever  watches  (principally 
Timex)  have  scored  with  consumers. 

Result:  The  consumer  no  longer  knows  "what  a  good  watch  is  and  how  much 
he  should  pay  for  it." 

One  of  the  tables  reproduced  in  the  study  shows  that  67%  of  consumers  be- 
lieve "an  expensive  watch  is  an  unnecessary  luxury  because  there  are  so  many 
good,  inexpensive  watches  around";  and  54%  believe  "you  don't  have  to  pay  as 
much  for  a  good  watch  as  you  used  to":  and  44%  believe  "today,  inexpensive 
watches  last  almost  as  long  as  expensive  watches." 

"This  simple  table,"  the  study  says,  "explains  the  primary  cause  of  jeweled 
lever  watch  troubles  in  the  American  market.  It  is  impossible  to  exaggerate  the 
seriousness  of  this  trend  for  the  jeweled  lever  watch  industry." 

Reproduced  from  Advertising  Age,  October  26,  1959. 
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Some  segments  of  the  watch  industry  have  attributed  the  success  of  the  pin 
levers  to  consumers  feeling  that  they  would  rather  buy  a  cheap  watch  and  throw 
it  away  after  a  year  or  two  instead  of  paying  nearly  as  much  to  have  a  better 
watch  repaired.  The  study  rejects  this  line  of  argument,  pointing  out: 

"Most  of  the  people  who  buy  pin  lever  watches  do  not  think  in  this  way,  or  at 
least  this  is  not  their  chief  reason  for  buying  a  cheap  watch.  More  than  half  of 
those  who  buy  pin  lever  watches  hold  the  same  beliefs  as  to  the  value  they  will 
receive  from  their  watches  as  do  those  buying  jeweled  lever  watches. 

"They  believe  that  they  are  buying  a  pretty  good  watch  which  will  last  a  long 
time.  If  you  press  the  buyer  of  a  $10  watch,  he  will  claim  that  he  does  not  expect 
it  to  last  as  long  as  a  $50,  $75  or  $100  watch,  but  in  reality,  he  expects  it  to  last 
a  good  long  time;  he  expects  to  have  it  repaired;  and  he  believes  he  has  bought 
a  good  watch.  .  .  .  What  has  happened  is  that  the  presence  of  well-styled 
watches  for  very  low  prices,  the  advertising  of  huge  discounts  on  brand  name 
watches,  and  a  continuous  advertising  of  Swiss-made  watches  at  very  low  prices, 
has  downgraded  the  consumer's  price-value  expectations." 

The  study  warns  that  if  this  trend  continues,  it  could  "change  the  entire  char- 
acter" of  the  market,  reducing  the  higher-price  jeweled  lever  watches  to  the 
status  of  specialty  products,  "catering  to  a  tiny  minority  with  uncharacteristic 
tastes  and  beliefs." 

In  a  delineation  of  the  consumer  market  for  watches,  the  study  divides  the 
market  into  two  groups: 

1.  Price-function  group.  People  "whose  main  interest  in  a  watch  is  only  that 
it  tell  the  time."  Fifty-seven  per  cent  of  consumers  fall  into  this  bracket. 

2.  Care  group.  People  who  value  a  watch  "over  and  above  its  functional 
ability  to  show  the  time."  Forty-three  per  cent  of  the  market. 

However,  the  study  found  that  the  price-function  group  could  be  subdivided 
into  two  segments — a  hard  core  group,  representing  12%  of  the  total  market, 
and  a  middle  group,  representing  45%.  The  hard  core  is  made  up  of  people  "who 
truly  don't  care  about  a  watch."  But  the  middle  group,  while  it  snares  this  general 
frame  of  reference,  has  a  more  positive  attitude  toward  watches — they  value  a 
timepiece  "which  is  accurate,  runs  without  trouble,  and  has  clean,  simple  styling." 

The  Nowland  study  found  that  the  price-function  group  is  growing,  stimu- 
lated by  the  pin  lever  advertising,  while  the  care  group  is  withering.  However, 
it  points  out  that  the  potential  market  for  a  quality  watch  is  still  very  strong,  ap- 
proaching 90%  of  all  consumers.  \ 

The  trouble  is,  trie  study  concludes,  the  jeweled  lever  makers  have  been  so 
busy  fighting  one  another  and  have  been  so  obsessed  with  the  distribution  phase 
of  the  business  that  they  have  done  little  to  stimulate  potential  buyers. 

The  study  makes  the  point  that  the  Timex  and  Swiss  pin  lever  watches  are 
probably  priced  too  low,  in  terms  of  what  people  are  willing  to  pay  for  a  watch. 
It  notes,  for  example,  that  between  1956  and  1957  there  was  a  76%  increase  in 
the  under-$15  market,  a  60%  increase  in  the  $50-$ 7 5  market  and  a  4%  decrease 
in  the  $15-$30  market. 

"It  is  worth  emphasizing,"  the  study  goes  on  to  say,  "that  this  'stretch  of  empti- 
ness' in  the  $15— $30  price  range  is  the  sickest  part  of  the  market,  and  the  source 
of  many  of  the  current  troubles  in  the  jeweled  lever  watch  industry.  It  is  in  this 
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segment  that  most  of  the  nondescript  watches  without  recognized  brand  names 
are  presently  found.  This  price  range  holds  the  greatest  appeal  to  the  price- 
function  group,  and  it  is  precisely  this  group  which  places  greatest  reliance  on  a 
well  advertised  brand  name. 
A  "The  reasons  for  this  are  clear  cut.  The  price-function  consumer  does  not  trust 
the  dealer.  He  does  not  trust  the  price  ticket.  He  does  not  have  any  confidence 
in  his  own  ability  to  distinguish  between  one  watch  and  another.  He  places  his 
reliance  on  the  advertising  brand  name. 

"If.  at  the  present  time  or  in  the  near  future,  a  major  brand  establishes  itself 
in  this  vacuum,  in  all  probability  it  can  become  the  single  largest  producer  of 
patch  unit  sales  volume  in  the  American  market." 

The  study  points  out  that  consumers  have  strong  confidence  in  a  well-known 
brand  name'.  Findings  show  that  two-thirds  of  consumers  rely  more  on  a  brand 
name  than  on  a  jeweler's  recommendation. 

The  study  suggests  that  manufacturers  capitalize  on  this  situation  by  building 
up  consumer  demand  for  brand  name  watches  and  by  then  using  this  demand  to 
"force  a  lower  mark-up  on  the  jeweler"— thereby  eliminating  "one  of  the  worst 
evils  in  the  current  market." 

The  study  points  out  wryly  that  those  jewelers  who  complain  most  bitterly 
about  watches  being  sold  'in  discount  houses  "are  themselves  carrying  and 
prominently  displaying  and  selling  Timex— which  is  sold  everywhere.  Timex 
offers  the  jewelers  a  30%  mark-up." 

Showing  the  dire  straits  in  which  the  jeweled  lever  makers  find  themselves, 
the  study  notes  that  Timex  claimed  that  it  sold  4,000.000  of  the  19,000.000 
\ watches  sold  in  the  U.S.  in  1957. 

^  The  study  suggests  that  the  prestige  motive— used  so  long  in  watch  advertis- 
ing—is no  longer  an  important  lure  to  consumers.  It  advises  advertisers  to  con- 
centrate on  three  motivations: 

1.  Personal  possession.  To  many  people,  a  watch  is  "an  intensely  personal 
possession.  A  person  changes  every  other  article  of  clothing  he  wears  except  a 
watch.  His  watch  is.  in  an  almost  literal  sense,  an  intrinsic  part  of  him." 

2.  Self-expression.  This  "refers  more  to  the  purchase  of  a  watch  for  self, 
rather  than  to  the  purchase  of  a  watch  as  a  gift.  Its  strength  is  indicated  by  the 
fact  that  one-third  of  all  consumers  feel  that  'you  can  tell  a  lot  about  a  person  by 
the  watch  he  wears.'  " 

3.  Rites  of  passage.  This  refers  to  acquiring  a  watch  to  mark  a  milestone  in  a 
/  ^person's  life — marriage,  graduation,  etc. 

"From  a  policy  point  of  view."  the  study  concludes,  "it  is  desirable  that  the 
industry  recognize  the  fact  that  the  best  way  to  increase  sales  is  to  increase  the 
size  of  the  over-all  market  rather  than  to  fight  for  a  larger  share  of  a  dwindling 
market.  In  practice,  this  means  two  things: 

"1.  Coordinated  efforts  by  the  Watchmakers  and  major  importers  to  appeal  to 
the  right  motivations  in  order  to  expand  the  size  of  the  care  group  and  to  en- 
hance watch  consciousness.  This  means  that  key  importers  must  recognize  that 
most  of  their  present  promotion  money  is  being  spent  to  influence  the  con- 
sumer after  he  has  decided  to  buy  a  watch.  In  the  future,  the  industry  must  em- 
phasize promotion  to  stimulate  the  consumer's  decision  to  bit)  a  new  watch. 
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"2.  Importers  should  recognize  that  the  jeweler  is  only  a  small  part  of  the 
total  selling  operation  and  that  the  well  advertised  brand  name,  the  product  it- 
self, the  advertising  appeals,  and  the  uses  of  other  channels  of  distribution,  must 
also  be  seriously  taken  into  account." 

Exhibit  18 

NOTE  ON  THE  WORLD  WRIST  WATCH  INDUSTRY 
Consent  Judgments  against  13  Defendants  in  the  Watch  Market 
of  the  United  States 

The  government's  complaint  was  filed  October  19,  1954.  It  charged  that  the 
defendants  had  conspired  to  restrain  the  manufacture,  sale,  importation,  export, 
and  distribution  of  watches  and  watch  parts  for  manufacturing  and  repair  pur- 
poses, in  violation  of  the  Sherman  Antitrust  Act  and  the  Wilson  Tariff  Act. 

Consenting  Defendants 

The  defendants  who  consented  to  yesterday's  judgment,  all  situated  here, 
were: 

Foote,  Cone  &  Belding,  advertising  agency 
American  Watch  Association,  Inc. 
Externa  Watch  Company  of  America,  Inc. 
Concord  Watch  Company,  Inc. 
Diethelm  &  Teller  ( U.S.A. ) ,  Ltd. 
American  Rolex  Watch  Corporation 
Rodania  Watch  Company,  Inc. 
Movado  Watch  Agency,  Inc. 
Jean  R.  Fraef,  Inc. 
Norman  M.  Morris  Corporation 
Henri  Stern  Watch  Agency,  Inc. 

Cyma  Watch  Company,  Inc.,  now  known  as  Berko,  Inc. 
Wyler  Watch  Corporation. 

In  addition  to  the  alleged  conspiracy  to  restrain  trade,  the  government 
charged  that  the  defendants  fixed  prices  and  other  terms  and  conditions  of  sale 
and  distribution  of  watches  and  watch  parts  sold  in  the  United  States,  black-listed 
or  boycotted  American  companies  that  did  not  adhere  to  these  restrictive  terms, 
and  excluded  American  companies  from  the  business  of  importing  into  and  sell- 
ing watch  repair  parts  in  the  United  States. 

Aim  to  Spur  Competition 

The  judgments  were  designed  to  prevent  such  restrictive  practices  by  the  con- 
senting defendants  and  to  restore  competition  in  every  phase  of  the  pin-lever 
and  jeweled  watch  business  in  the  United  States,  a  spokesman  for  the  Depart- 
ment of  Justice  said. 

The  defendants  who  will  go  to  trial  are: 

Bulova  Watch  Company,  Inc. 
Benrus  Watch  Company 
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Gruen  Watch  Company  of  Cincinnati 
Longines-Wittnauer  Watch  Company  of  New  York 

The  Swiss  Watchmakers  Association  (Federation  Suisse  des  associations  de 

fabricants  d'horlogerie) 
Gruen  Watch  Manufacturing  Company,  Switzerland 
Wittnauer  &  Co.,  Switzerland 
Eterna,  A.  G.  Uhrenfabrik 
Ebauches,  S.A. 

Watchmakers  of  Switzerland  Information  Center,  Inc. 

At  the  time  that  the  complaint  was  filed  the  government  said  that  the  whole- 
sale value  of  watches  sold  in  this  country  in  one  year  was  $225,000,000.  Of  those 
sold,  the  government  said,  75  per  cent  were  manufactured  in  Switzerland. 

3.  On  September  13,  1959,  and  January  27,  I960,  news  dispatches 
in  the  Boston  Globe,  The  New  York  Times,  and  various  AP  wire- 
service  papers  reported  plans  for  the  start  of  watch  manufacturing  in 
India.  According  to  these  sources,  the  Indian  government  had  approved 
the  plan  of  the  Bombay  Phoenix  Watch  Company  to  build,  with  the 
help  of  a  French  group,  a  plant  with  a  capacity  of  300,000  watches  a 
year.  In  addition,  the  Citizen  Watch  Company  of  Japan  had  agreed 
to  help  the  Indian  government  build  a  $2,625,000  factory  in  the  in- 
dustrial city  of  Bangalore.  The  initial  investment  of  the  Indian  govern- 
ment in  the  project  would  reach  $2  million,  a  spokesman  of  the  Japa- 
nese company  said.  The  factory  was  to  be  set  up  as  a  subsidiary  plant 
of  the  existing  State  Industry  Machine  Tool  Plant  in  Bangalore.  It 
would  assemble  parts  imported  from  the  Citizen  Watch  Company  for 
the  first  five  years.  The  unit  was  expected  to  go  into  production  in 
1962  and  to  produce  120,000  watches  a  year  until  1967,  when  full 
production  (not  stated)  would  begin. 

4.  Russia's  Amtorg  Trading  Corporation  placed  an  advertisement 
seeking  distributors  for  Russian-made  watches  in  the  United  States. 
This  advertisement  is  reproduced  in  Exhibit  19. 
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NOTE  ON  THE  WORLD  WRIST  WATCH  INDUSTRY 
Russian  Advertisement  Seeking  Distributors 


FIRST  TIME  IN  THIS  COUNTRY! 

WATCHES 

from  the 

U.  S.  S.  R. 

Smartly  styled  men's  and  ladies*  jeweled 
watches.  These  fine  timepieces  have  earned 
high  international  acceptance. 

Skillful  Soviet  craftsmanship  is  reflected  in 
this  collection  of  beautifully  designed,  well- 
priced  watches,  made  to  exacting  specifica- 
tions. 

These  watches  are  fully  guaranteed.  Prices 
will  compare  very  favorably.  They  will 
make  for  profitable  handling  by  reputable 
distributors. 

Distributors,  write: 

AMTORG  TRADING  CORP. 
355  Lexington  Avenue,  New  York  17,  N.  Y. 
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Since  1945  Mr.  Karl  Hoffman,  president  of  Instar  Watch  Company, 
had  been  supported  by  enough  members  of  his  family  to  provide  a  ten- 
share  majority  out  of  a  total  of  600  shares.  However,  it  was  not  until 
his  brothers,  George  and  Ulrich,  retired  in  1948  and  1950  that  he  had 
the  opportunity  to  make  most  of  the  changes  which  he  desired  and 
which  he  believed  were  long  overdue. 

Instar,  with  headquarters  in  Bienne,  Switzerland,  was  a  family- 
owned  concern.  It  had  been  founded  in  1892  by  Mr.  Peter  Hoffman, 
father  of  Mr.  Karl  Hoffman.  It  manufactured  three  products :  ( 1 )  me- 
dium-priced Instar  brand  jeweled-lever  watches,  which  comprised  the 
bulk  of  the  company's  production  in  both  quantity  and  value;  ( 2 )  in- 
expensive Ardon  brand  pin-lever  watches;  and  (3)  a  relatively  small 
number  of  inexpensive  Instar  brand  mechanical  clocks.  The  average 
factory  price  of  the  jeweled-lever  watches  in  1957  was  42  Swiss  francs; 
the  pin-lever  watches,  14  Swiss  francs;  and  the  clocks,  16  Swiss 
francs.  The  retail  prices  in  Switzerland  of  several  models  of  Instar, 
Ardon,  and  Swiss  watches  by  other  makers  were  as  shown  below: 

Retail  Prices  in  Switzerland 
of  Selected  Men's  Nonautomatic  Watches 

Sfrs. 

~~~T.  Ardon  pin-lever  watch,  one  jewel,  chrome-plated  brass  case,  sweep 

secondhand   45 

 2.  Instar  "Economy"  model  jeweled-lever  watch,  17  jewels,  chrome- 
plated  brass  case,  shock-protected,  antimagnetic,  sweep  second- 
hand  72 

3.  Tissot  "  Model  27"  jeweled-lever  watch,  same  features  as  Instar 
"Economy"  model  above   88 

4.  Instar  jeweled-lever  watch,  17  jewels,  all  steel  waterproof  case, 
shock-protected,  antimagnetic,  sweep  secondhand  106 

5.  Tissot  jeweled-lever  watch,  same  features  as  Instar  above  116 

6.  Omega  jeweled-lever  watch,  same  features  as  Tissot  above  210 

7.  International  jeweled-lever  watch,  same  features  as  Omega  above. .  .240 

With  net  sales  of  over  21  million  Swiss  francs  in  1957,  total  assets 
of  13.1  million  Swiss  francs,  and  approximately  1,000  persons  on  its 

1  Copyright,  1958,  by  Institut  pour  l'Etude  des  Methodes  de  Direction  de  l'Entreprise 
(IMEDE) ,  Lausanne,  Switzerland. 
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payrolls,  the  Instar  company  was  a  relatively  large  firm  in  the  Swiss 
watch  industry.  It  was  also,  in  comparison  with  other  Swiss  watch  com- 
panies, rather  fully  integrated.  Except  for  the  mainspring,  jewels, 
and  escapement  (hairspring,  balance  wheel,  anchor,  and  fork),  the 
Instar  company  manufactured  all  the  parts  of  its  watch  movements. 
It  also  produced  about  40%  of  its  case  requirements,  and  roughly  60% 
of  its  dial  needs.  Profit  and  loss  accounts  and  balance  sheets  for  the 
years  1950-57  are  shown  in  Exhibits  1  and  2. 

In  1926  Mr.  Peter  Hoffman,  the  founder,  died.  His  stock  and  the 
management  of  the  firm  passed  to  his  three  sons  and  son-in-law.  In  the 
years  that  followed,  the  direction  of  the  firm  was  on  a  joint  basis,  with 
individual  members  of  the  family  assuming  functional  responsibilities 
according  to  their  previous  experience  and  interests.  Mr.  Karl  Hoff- 
man, who  later  became  president,  was  in  charge  of  production.  Ac- 
cording to  him,  the  guiding  principle  during  this  period  was  to  "manu- 
facture cheaply  and  sell  cheaply."  On  numerous  occasions,  he  reported 
in  1958,  he  had  tried  to  convince  his  older  brother,  Ulrich,  who  was 
responsible  for  commercial  activities,  of  the  need  to  spend  more  for 
advertising.  His  advice  was  not  taken,  however,  and  the  firm  continued 
to  spend  only  token  amounts. 

In  1945  a  death  in  the  family  resulted  in  Mr.  Karl  Hoffman's 
obtaining  the  support  of  a  majority  of  shares.  Because  of  the  continued 
presence  in  the  firm  of  his  brother  George,  however,  who  concerned 
himself  with  the  regulating  department,  and  his  brother  Ulrich, 
who  remained  in  charge  of  commercial  matters,  it  continued  to  be 
difficult  for  Mr.  Karl  Hoffman  to  do  what  he  wanted  to  do.  Finally  in 
1950,  at  the  age  of  53,  he  became  the  chief  executive.  Mr.  Ulrich 
Hoffman  became  chairman  of  the  three-man  board  of  directors,  com- 
prised of  himself,  Mr.  Karl  Hoffman,  and  their  brother-in-law,  Mr. 
Hans  Stammel. 

At  the  time  he  assumed  over-all  management  of  Instar,  Mr.  Karl 
Hoffman  had  two  principal  objectives:  (1)  To  strengthen  and  ex- 
pand the  firm  so  that  it  would  be  "the  equivalent,  in  the  medium-  to 
low-price  range,  of  Omega,  in  the  higher-price  range."  His  reason 
for  choosing  this  objective  was  a  belief  that  the  largest  single  watch 
market  throughout  the  world  was  composed  of  persons  who  wanted  a 
good,  inexpensive  timepiece.  He  wanted  the  Instar  company  to  be 
firmly  situated  in  this  market,  and  he  intended  to  get  it  there  by 
"producing  a  quality  watch,  keeping  the  price  down,  and  making  the 
Instar  name  a  household  word."  (2)  At  the  same  time,  because  of 
personal  convictions  about  basic  human  needs  in  an  industrial  environ- 
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ment,  Mr.  Hoffman  intended  to  continue  to  devote  a  portion  of  his 
firm's  resources  to  a  comprehensive  "lruman  relations^program''  his 
father  had  started. 

By  1958  Mr.  Hoffman  had  taken  a  number  of  steps  to  achieve 
these  objectives: 

1.  The  quality  of  Instar  watches  was  upgraded.  Mr.  Hoffman's  ob- 
jective was  not  only  to  keep  pace  with  a  general  trend  toward  better 
timekeeping  ability  but  also  to  create  a  line  which  would  be  "good 
enough  to  compete  in  the  European  market."  At  the  same  time,  prices 
were  increased  from  15%  to  20%. 

2.  The  sale  of  watches  not  carrying  a  company  brand  was  discon- 
tinued. All  jeweled-lever  watches  were  sold  under  the  Instar  name, 
and  all  pin-lever  watches  under  the  Ardon  brand  name  of  the  company. 

3.  Advertising  was  increased  in  most  markets,  but  especially  in  Con- 
tinental Europe,  where  expenditures  as  a  percentage  of  sales  rose  to 
an  average  of  26%  in  1956  (see  Exhibit  3).  Mr.  Hoffman  believed 
that  high  advertising  expenses  were  required  in  individual  countries 
for  about  five  years  in  order  to  "open  up"  the  market,  but  could  then 
be  reduced  to  a  more  normal  level  of  10-15%. 

4.  A  total  of  2.4  million  Swiss  francs  was  allocated  to  the  Instar 
personnel  fund  during  the  period  1950-57. 

5.  In  March,  1951,  the  world  was  reapportioned  into  seven  sales 
territories  and  territorial  sales  managers  were  appointed  as  follows: 


Territory 


English-speaking  areas:  U.S.,  Canada,  Eng- 
land, South  and  West  Africa  

Continental  Europe  except  Spain,  Portugal, 
Italy,  and  Switzerland  

Near  East,  North  and  East  Africa  

Latin  America,  Japan  

Spain,  Portugal  

Far  East  and  Oceania  (Australia,  New  Zealand, 
and  Pacific  Islands)  

Switzerland  and  Italy  


Manager 

Age  in  1951 

Mr.  Schultz* 

53 

Mr.  Schine* 

28 

Mr.  Allmen* 

29 

Mr.  Vogel* 

35 

Miss  Rutli 

38 

Mr.  Wilhelm* 

46 

Mr.  Berg 

53 

*  These  men  also  held  the  rank  of  fonde  de  pouvoir,  which  gave  them  the  legal  right  to  sign  for 
the  company  if  necessary. 

6.  A  number  of  young  executives  were  promoted  from  within  the 
company  or  brought  in  from  outside  to  fill  key  nonsales  positions.  In 
1949  Mr.  Jean  Candrian,  aged  25  at  that  time,  was  brought  in  to  re- 
place the  outgoing  chief  accountant,  who  had  formerly  worked  closely 
under  Mr.  Ulrich  Hoffman.  In  1952,  as  an  emergency  measure,  Mr. 
Hans  Bierling,  aged  30,  was  placed  in  charge  of  production  scheduling 
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upon  his  return  from  the  United  States,  where  he  had  been  studying 
American  advertising  techniques  at  the  company's  expense.  According 
to  Mr.  Hoffman,  Mr.  Bierling  seemed  to  enjoy  the  work  sufficiently 
and  had  'caught  hold5'  so  rapidly  that  he  intended  to  keep  him  in 
that  position  permanently.  In  1956  Mr.  Henri  Ganz,  a  friend  of  Mr. 
Bierling,  was  engaged  to  take  charge  of  advertising  activities. 


Exhibit  3 

INSTAR  WATCH  COMPANY 
Advertising  as  a  Percentage  of  Net  Sales 
in  the  Seven  Sales  Territories  and 
in  Selected  European  Countries 


1.  Continental  Europe  except  Switzerland,  Italy, 
Portugal,  and  Spain  

2.  Near  East,  North  and  East  Africa  

3.  Far  East  except  Japan,  and  Oceania  

4.  English  speaking  areas:  U.S.,  Canada,  England, 
South  and  West  Africa  

5.  Spain,  Portugal  

6.  Latin  America  and  Japan  

7.  Switzerland  and  Italyf  

Average  for  all  areas  


Selected  European  Countries: 

Belgium  

Denmark  

Germany  

Finland   

France  

Greece  

Holland  

Iceland  _  

Jugoslavia  

Malta  

Norway  

Austria  

Sweden  


*  Due  to  a  single  large  display  installed  in  Portugal. 

t  All  advertising  in  Italy  was  placed  and  financed  by  the  wholesale  agent  in  Milan. 
Source:  Company  records. 


7.  During  1954  and  1955,  extensions  to  the  plate  and  bridge, 
wheel  and  pinion,  and  case  factories  were  started.  The  first  two  were 
completed  in  1957,  and  the  third  in  spring  of  1958,  after  total  expendi- 
tures of  1.8  million  Swiss  francs.  In  1956  consideration  was  given  to 
the  possibility  of  purchasing  a  competing  watch  company  wjthjyinual 
capacity  of  approximately  360,000  watches,  but  rejected  because  of 

the  weak  financial  condition^ng^poor  equipment  of  the  firm  in  qnps-  > 

tiomJii  earlvJ.S^T'  tentatTveplans  were  made  to  increase  Instar's  own 
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production  to  a  total  of  900,000  units  in  that  year.  Mr.  Albert  Hoffman, 
technical  director,  was  given  responsibility  for  taking  the  measures 
necessary  to  achieve  this  volume.  New  equipment  was  late  in  arriving, 
however,  and  difficulties  were  encountered  in  obtaining  additional  as- 
sembly personnel,  with  the  result  that  total  production  fell  short  of 
the  hoped-for  goal  by  132,000  units.  Instead,  in  order  partially  to 
bridge  the  gap,  80,000  jeweled-lever  watches  were  purchased  from 
other  Swiss  manufacturers,  and  sold  under  the  Instar  name.  In  late 
1957  plans  were  again  made  to  expand  production  in  the  following 
year.  Recently  delivered  new  equipment  was  installed,  and  the  plant 
layout  in  the  plate  and  bridge  and  case  factories  was  revised. 

PRODUCT  LINE 

]eu el ed -Lever  Watches.  Of  the  Instar  Company's  three  products, 
Instar  jeweled-lever  watches  comprised  approximately^ 85  %  of  1957 
sales  in  vaTuTand  65  rf"of  sales  in  quantity.  These  watches  were  sold 
as  finished  products  with  cases,  straps,  and  boxes.  A  total  of  123  models 
in  a  variety  of  styles  was  shown  in  the  company's  catalogue,  including  a 
man's  automatic  watch,  a  nonautomatic  date  watch  that  showed  the 
day  of  the  week,  nonautomatic  women's  watches  in  various  sizes,  and 
three  types  of  pocket  watches.  The  line,  however,  did  ^noi  include  a 
lady's  automaticjwatch^  extra-thindes^ns,  or  arTautomatQate  watch, 
although  a  preproduction  run  of  the  latter  was  undergoing  tests.  In 
a&IIHoirto-~^  watches  with  special  cases,  hands,  and 

dials  were  also  supplied  if  the  quantities  ordered  were  greater  than 
500  to  1,000  units,  depending  on  the  style  involved. 

A  small  proportion  of  Instar  watches  was  sold  under  individual 
model  names,  such  as  "Amphibian."  In  addition,  automatic  watches 
were  marked  "Instar  power"  on  the  dial.  With  the  exception  of  the 
"Instar  power"  name,  however,  the  company  did  not  have  any  copy- 
righted model  names,  such  as  the  Omega  "Seamaster"  or  Longines 
"Flagship."  The  mam  reason  for  this,  Mr.  Karl  Hoffman  said,  was 
the  difficulty  of  finding  good  names  that  could  be  registered.  He  ex- 
plained that  general  terms,  such  as  "Amphibian,^  were  not  eligible 
Jox-xopyright  protection. 

Several  models  in  the  Instar  line  were  also  sold  in  an  "Economy" 
price  range.  Such  watches  differed  from  the  regular  Instar  line  prin- 
cipally in  the  type  of  cas/ used  and  in  price,  which  was  about  25% 
lower.  They  were  marked  "Economy"  on  the  dial,  just  below  the  center, 
and  comprised  12%  of  Jeweled-lever  watch  sales  in  1957.  According 
to  Mr.  Jean  Candrian,  controller,  the  gross  margin  on  Economy- 
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line  watches  was  lower  than  on  regular  Instar  models  because  the 
price  diffei^tj&L^as--ffrea4e^-4ha^^  the  lower  cost  of 

the  case. 

The  servicing  of  Instar  jeweled-lever  watches  was  done  principally 
by  the  retail  stores  that  sold  them,  although  a  repair  department  and 
spare  parts  service  was  maintained  at  the  Instar  main  plant.  A  standard 
one-year  guarantee  similar  to  that  offered  by  the  majority  of  Swiss 
jeweled-lever  watch  manufacturers  was  provided  with  each  Instar 
watch. 

Pin-Lever  Watches.  pin-lever  watches  comprised  approxi- 

mately 15%  of  company  sales  in  value  and  35%  in  quantity  in  1957. 
They  were  among  the  highest-priced  pin-lever  watches  made  in  Swit^ 
zerland.  About  60%  of  these  watches  were  soI3  to  theTolripanyTagent 
in  the  United  States,  and  the  remainder  in  various  countries  through- 
out the  world.  Of  those  shipped  to  the  United  States,  88%  were  sent 
without  cases,  straps,  and  display  boxes.  As  with  the  Instar  line,  servic- 
ing of  Ardon  watches  was  done  mainly  by  the  retail  stores  that  sold 
them.  Mr.  Jean  Candrian,  controller,  estimated  that  approximately  one 
fourth  of  the  work  force  was  engaged  in  the  manufacture  of  Ardon 
watches.  He  estimated  further  that  profits  from  their  sale  would  be 
revealed  as  very  low  or  negative_i£  a  more  precise  allocation  of  over- 
heaHcould  be  made^__ 

Clocks.  Production  of  Instar  mechanical  clocks  was,  according  to 
Mr.  Hans  Bierling,  production  scheduling  officer,  "almost  negligible"  in 
terms  of  total  volume.  They  were  manufactured  primarily  to  meet  the 
requests  of  Instar  agents. 

MARKETING  BY  GEOGRAPHIC  AREA 

Instar  sales  by  geographic  area  and  by  country  are  shown  in  Ex- 
hibits 4  and  5. 

Far  East.  As  indicated  in  Exhibit  4,  the  FarJEast  was  Instar 's  largest 
market  fromJL951  through  1957.  According  to  Mr.  Candrian,  con- 
troller, it  was  also  the~^olrrpaiiyVTargest  single  source  of  profit  for 
the  following  reasons:  (1)  relatively  high  prices;  (2)  a  high  propor- 
tion of  the  watches  sold  there  employed  waterproof  cases  made  in  the 
Instar  case  factory,  on  which  unit  profits  were  high;  and  (3)  rela- 
tively low  advertising  expenses  (2.0%  in  1957). 

Prior  to  1958  the  bulk  of  Instar  watches  shipped  to  the  Far  East 
were  sold  directly  to  India  and  indirectly  to  Communist  China 
(through  Hongkong  and  Singapore).  The  high  volume  of  sales  in 
these  two  countries  was  attributed  to  several  factors:  ( 1 )  the  fact  that 
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both  nations  were  large,  rapidly  growing  markets;  (2)  aggressive  ef- 
fort on  the  part  of  Instar's  agents  there;  (3)  the  fact  that  Mr.  Wil- 
helm,  the  Far  Eastern  sales  manager,  had  been  visiting  India  when 
World  War  II  broke  out,  had  been  forced  to  stay  for  the  duration  of 
the  war,  and  had  availed  himself  of  the  opportunity  to  strengthen  rela- 
tions with  the  company's  agents  and  retailers. 

During  JO*)  ft  Tnstar  sales  to  the  Far  East  decreased  abruptly  for  the 
following  reasons!,  ( 1 )  In  January,  1958,  the  Indian  government  pro- 
hibited the  importation  of  watches  into  India  in  an  effort  to  conserve 
already  low  foreign  exchange  reserves.  This  ban  came  as  a  surprise  to 
both  the  Instar  company  and  the  Swiss  watch  industry  as  a  whole,  al- 
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INSTAR  WATCH  COMPANY 
Sales  by  Geographic  Area  as  a  Percentage  of  Total  Sales 


1951 

1952 

1953 

1954 

1955 

1956 

1957 

Total  sales  (in  millions  of  Sw. 

frs.)   

18.8 

19.9 

18.3 

20.9 

21.7 

26.0 

23.7 

Far  East  

31.6% 

35-6% 

34.8% 

42.6% 

43.7% 

44.7% 

39.8% 

Europe  

27.2 

28.0 

34.0 

26.1 

28.6 

29.5 

31.0 

Americas  

20.1 

15.4 

14.0 

7.3 

5-0 

10.5 

12.2 

U.S. A  

(8.8) 

(9-0) 

(8.4) 

(2.4) 

(1.2) 

(6.3) 

(7.5) 

Africa  

14.0 

13.2 

10.2 

14.0 

12.6 

9.7 

9.8 

Oceania  (Australia,  New  Zea- 

land, and  other  Pacific  Is- 

lands)   

5.3 

3.0 

4.1 

5.5 

4.6 

2.2 

3.3 

Near  East  

1.8 

4.8 

4.0 

4.5 

5.5 

3.4 

3.9 

Total  

100% 

100% 

100% 

100% 

100% 

100% 

100% 

Source:  Company  records. 


though  it  had  been  anticipated  for  some  time  that  India  might  be 
forced  to  limit  watch  imports.  Shipments  which  had  been  prepared 
for  India  had  to  be  canceled,  and  Instar's  inventories  of  finished 
watches  began  to  increase.  (2)  In  April,  1958,  the  Chinese  Com- 
munist government  canceled  imports  into  the  Chinese  mainland.  At 
the  same  time  it  took  such  severe  measures  against  smugglers  that  In- 
star  sales  to  Hongkong  and  Singapore  slowed  to  a  trickle.  At  first 
Instar's  agents  in  Hongkong  and  Singapore  requested  that  the  ship- 
ments be  delayed,  thinking  that,  as  in  the  past,  the  measures  were 
temporary  or  that  new  ways  and  means  to  get  the  watches  into  China 
could  be  found.  Production  of  the  chrome-plated  brass  cases  popular 
in  China  was  continued.  Three  months  later,  however,  it  became  ap- 
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parent  that  the  ban  was  an  effective  one,  and  production  of  these  cases 
was  stopped. 

In  August,  1958,  in  order  to  reduce  parts  inventories,  the  workweek 
in  the  plate  and  bridge,  wheel  and  pinion,  case,  and  dial  factories  was 
reduced  from  46  to  35  hours.  In  October  the  workweek  in  the  dial 
factory  was  increased  to  46  hours  because  of  a  shortage  of  certain 
types  of  dials.  The  assembly  departments  remained  at  46  hours  through- 
out this  period  because  of  a  demand  for  certain  models  that  had  not 
been  produced  in  early  1958. 

As  of  January  1,  1959,  the  company's  total  inventory  of  finished 
watches  was  250,000  units,  or  roughly  one  third  of  total  1957  produc- 
tion. Mr.  Hans  Bierling,  production  scheduling  officer,  said  that  this 
was  170,000  units  in  excess  of  what  he  considered  a  normally  desirable 
inventory  of  80,000  finished  watches.  In  order  to  finance  this  and 
other  increased  inventories,  the  company's  favorable  current  account 
balance  of  1.5  million  Swiss  francs" as  or  January  1,  1958,  was_chan^ed 
to  an  overdraft  of  1.5  million  Swisrfrancs  as  oT  January  1,T958,  thus 
using  up  about  oneThird  ol  the  company's  automatic  overdraft  privilege^ 
"nr.  Candrian,  controller,  estimated  that  the  currenFbreak-even  point 
for  the  firm  was  about  40%  below  the  1957  sales  volume,  assuming  no 
reduction  in  prices,  no  layoffs,  a  similar  product  mix,  maximum  toler- 
able reduction  in  the  workweek  (35  hours),  reduction  of  certain  other 
expenses,  and  a  natural  attrition  of  the  work  force  due  to  fewer  hours. 

In  dealing  with  the  immediate  inventory  problem,  Mr.  Karl  Hoff- 
man, president,  said  he  would  naturally  try  to  sell  the  watches  made 
for  India  and  China  elsewhere,  but  that  this  would  be  difficult  for 
style  reasons.  He  also  hoped  that  direct  sales  to  the  Chinese  Commu- 
nist government  would  be  forthcoming,  in  view  of  the  fact  that  its 
embassy  in  Berne  had  recently  announced  that  negotiations  for  direct 
imports  would  be  opened  within  several  months.  (Instar  had  been  re- 
quested to  supply  40,000  waterproof  watches  at  40  Swiss  francs  each 
in  1956,  but  had  been  unable  to  produce  the  additional  amount  at  that 
time.)  In  addition,  Mr.  Hoffman  believed  that  evennialjyjhe  Indian 
government  would  have  tojift^the  ban  on  watch  imports,  since  India 
had  no  watch  industry  of  its  own. 

Europe.  Instar  and  Ardon  watches  were  distributed  in  Europe 
through  company-owned  wholesale  subsidiaries  in  Great  Britain,  West 
Germany,  and  Switzerland,  and  through  exclusive  wholesale  agents 
in  other  countries.  The  British  subsidiary  was  established  originally  as 
a  branch  office  in  1910  by  Mr.  Peter  Hoffman,  founder;  the  Swiss 
subsidiary  originally  as  a  wholesale  agent  shortly  before  World  War  II, 
upon  the  request  of  an  independent  business  man  to  represent  Instar 
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watches;  and  the  German  subsidiary  originally  as  a  branch  office  in 
1952,  when  the  former  wholesale  agent  there  went  bankrupt  and 
fled  the  country.  All  three  were  incorporated  in  1956,  and  a  holding 
company  owned  by  Instar  shareholders  was  formed  to  acquire  a  ma- 
jority of  the  new  subsidiaries' stock  (England,  100%;  Germany,  100%; 
Switzerland,  51%). 

Executive  opinion  at  the  Instar  company  was  that  company-owned 
wholesale  subsidiaries  were  the  most  desirable~type  of  distribution 
channel  in  large  markets  lor  several  reasons:  ( 1 )  Wholesale  effort 
was  assured.  (2)  Close  control  over  pricing  and  display  could  be 
maintained.  ( 3 )  Profit  could  be  used  for  advertising  purposes.  Where 
market  size  did  not  warrant  a  company-owned  subsidiary,  executives 
considered  that  an  exclusive  wholesale  agent  who  carried  only  the 
Instar  line  was  bestT^"*  ■ —  

Mr.  Eric  Schine,  sales  manager  for  Continental  Europe  (except 
Spain,  Portugal,  Switzerland,  and  Italy)  was  one  of  the  two  younger 
men  appointed  to  this  position  in  1951.  He  considered  that  sales  in 
Europe  could  be  doubled  in  five  to  ten  years  by  increasing  Instar's 
<marka  share,  prTwldelTThat  a  selling  program  similar  to  the  one  that 
had  been  adopted  in  Germany  was  employed.  He  described  this  pro-^^ ^  w\  ^1 
gram  as  follows :  ( 1 )  A  company-owned  distributor  directed  a  seven- 
man  sales  force  in  territories  which  had  been  established  on  a  basis  of 
total  sales  potential.  ( 2 )  These  salesmen  worked  under  a  policy  of  se- 
lecting the  best  four  or  five  shops  in  major  cities,  and  a  lesser  number 
in  smaller  towns.  By  1958,  1,200  retail  stores  had  been  obtained 
throughout  western  Germany.  ( 3 )  Approximately  bimonthly  visits  were 
made  to  the  retail  stores  by  the  salesmen  to  assure  proper  pricing,  dis- 
play, and  to  take  reorders.  (4)  Twice  yearly  Mr.  Schine  personally 
visited  the  subsidiary  office  and  a  number  of  retail  stores  to  keep 
abreast  of  market  developments  and  to  make  sure  that  the  distributors' 
salesmen  were  doing  their  job.  ( 5 )  An  amount  equal  to _^0%  of  sales 
to  the  German  subsidiary  was' spent  by  Instar  on  advertising  in  1957. 
The  bulk  of  this  amount  was  placed  by  the  company's  advertising  agent 
in  Berne.  In  addition,  the  German  subsidiary  was  operated  on  a  no- 
net-profit basis,  and  invested  its  earnings  in  joint  advertisements 
with  the  retail  stores,  generally  on  a  50-50  basis  but  occasionally  in 
accordance  with  a  special  agreement.  In  1957  the  subsidiary  spent 
89,000  DM,  in  this  way,  thus  adding  7%  to  the  total  franc  value  of 
Instar's  advertising  in  Germany. 

Mr.  Schine  said  that  steps  had  already  been  taken  to  develop  Danish, 
Norwegian,  and  Swedish  markets.  Exclusive  wholesalers  who  carried 
the  Instar  line  only  had  been  obtained,  and  advertising  increased  as  a 
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percentage  of  sales  in  Denmark  and  Norway  to  31%  and  80%,  re- 
spectively, in  1957,  with  a  sharp  increase  planned  in  Sweden  during 
1958. 

Consideration  was  also  being  given  to  the  desirability  of  establishing 
a  company-owned  subsidiary  in  France,  since  effort  on  the  part  of  In- 
star's  wholesaler  there  was  thought  to  be  less  than  satisfactory  and  the 
market  was  large  enough  to  warrant  such  an  agency.  Mr.  Schine  be- 
lieved that  it  would  be  possible  and  might  be  desirable  to  have  a  Swiss 
at  the  head  of  this  office. 

Near  East  and  Africa.    Mr.  Karl  Hoffman  believed  that  the  Near 
Eastern  and  African  nations  had  high  market  potential  in  the  long  run, 
as  personal  incomes  and  standards  of  dress  improved.  He  stated  that  in 
1958  particular  emphasis  was  being  placed  on  developing  sales  in  the 
Near  Eastern,  North,  and  East  African  countries  by  Mr.  Herman  All- 
men,  the  second  of  the  two  younger  men  appointed  sales  manager  in 
1951.  Distribution  in  these  areas  was  through  exclusive,  wholesale 
agents  who  carried  several  lines  of  watches  other  than  Instaf7  usually 
in  other  price  ranges.  Mr.  Allmen  described  the  steps  being  taken  as 
follows:  (1)  An  attempt  was  being  made  to  build  recognition  of  the 
Instar  name  through  advertising,  with  particular  emphasis  on  the 
younger  generation.  To  accomplish  this  objective,  in  addition  to  news- 
paper and  periodical  advertisements,  Mr.  Allmen  had  had  school  chil- 
dren's class  schedules  printed  in  the  various  languages  in  his  territory. 
In  1957,  500,000  such  schedules  were  distributed  by  Instar's  whole- 
sale agents  to  school  principals,  at  a  cost  of  4,000  Swiss  francs. 
( 2 )  Distribution  of  Instar  watches  was  made  through  reputable  retail 
stores  only:  "No  bazaars,  barber  shops,  or  crowded  displays.  Five  In- 
star  watches  to  a  display,  and  no  more."  ( 3 )  Close  control  was  main- 
tained over  wholesale  agents,  with  particular  attention  to  the  non- 
European  Near  Eastern  representatives.  In  order  to  achieve  this  con- 
trol, Mr.  Allmen  visited  his  territory  each  year  for  2Vi  to  3  months, 
attempting  to  cover  half  the  nations  in  it.  His  visits  were  usually  un- 
announced, and  began  with  a  tour  of  the  retail  stores.  Later  he  visited 
the  same  stores  with  the  wholesaler,  suggesting  changes  he  considered 
necessary.  During  his  visits,  he  would  also  occasionally  confront  the 
local  agents  with  Swiss  watch  export  statistics  for  their  countries,  and 
ask  them  to  discuss  what  they  considered  to  be  reasonable  goals  to 
strive  for.  In  addition,  he  had  adopted  the  procedure  of  sending  to 
Instar  agents  copies  of  refusal  letters  written  by  him  to  other  business- 
men asking  to  represent  the  Instar  line,  in  order  to  remind  the  agents 
that  "they  were  not  the  only  fish  in  the  Mediterranean  Basin." 
(4)  Unsatisfactory  wholesale  agents  and  retailers  were  weeded  out  as 
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necessary,  5 'unsatisfactory"  being  defined  as  lacking  in  push,  putting  up 
poor  displays,  or  cutting  prices. 

Latin  America.  Mr.  Karl  Hoffman,  president,  said  that  in  general 
he  did  not  think  the  future  of  Latin  America  as  a  market  for  Instar 
watches  was  bright.  He  stated  that  operations  for  legitimate  importers 
and  wholesalers  were  becoming  increasingly  difficult  as  a  result  of 
license  requirements,  import  tariffs,  multiple  foreign  exchange  rates 
( of  which  watches  were  assigned  the  least  favorable  category,  as  luxury 
goods ) ,  and  high  income  taxes.  At  the  same  time,  he  said,  the  numbet 
of  smugglers  was  increasing.  They  paid  no  import  tariffs,  bought 
foreign  exchange  at  the  black-market  rate,  avoided  income  taxes, 
and  were  being  supplied  by  other  Swiss  manufacturers  at  prices  that 
Mr.  Hoffman  considered  unacceptable.  As  a  result,  Mr.  Hoffman 
stated,  the  reputable  firms  were  either  being  forced  to  take  up  smug- 
gling or  were  slowly  collapsing.  He  deplored  the  situation,  but  saw  no 
solution  except  for  more  effective  and  honest  governmental  action. 

The  exceptions  in  Latin  America,  according  to  Mr.  Hoffman,  were 
Venezuela,  Chile,  and  Mexico.  He  said  that  Mexico  appeared  suffi- 
ciently attractive  and  that  he  woulcl  set  up^a  company-owned^subsidiary 
tEere  immediately,  if  he  had  the  funds  available  for  inventories  and 
the  initial  advertising  investment  he  considered  necessary. 

United  States.  The  principal  marketing  question  facing  the  com- 
pany in  January,  1959,  according  to  Mr.  Karl  Hoffman,  was  when  and 
how  Instar  jeweledjever  watches  should  be  reintroduced  into  re- 
united States^l'Hey  had  been  sold  there  in  small  quantities  prior  to 
1951,  but  had  been  discontinued  in  that  year  in  order  to  give  the 
company's  New  York  agent,  George  Glumberg  and  Company,  an  op- 
portunity to  mnrenfrate  on  tY\e  eolg  of  Ardon  pin-lever  watches.  To 
implement  this  objective,  Mr.  Hoffman  was  considering  two  main 
possibilities :  ( 1 )  distribution  of  the  entire  line,  and  ( 2 )  distribution 
of  Instar  waterproof~"watches  only.Tn"  either  case,  George  Blumberg 
and  Company  would  act  as  distributor.  The  stumbling  block  fhe 
first_ alternative,  as  Mr.  Hoffman  saw  if,  was  the  heavy  advertising  he 
considered  essential.  It  was  his  impression  that  the  Bulova  Watch 
Company,  for  example7~spent  apptoximately  $5  million  per  year  on 
advertising,  and  that  Instar  would  have  to  spend  at  least  an  equivalent 
amount  over  a  five  yeajL^pe^ip^_Jn_^ri[ex^^operly  to  introduce  its 
watches.  Under  the  second  alternative,  less  extensive  advertising  was 
planned.  The  chief  selling  point  of  the  waterproof  watches  was  a  pat- 
ented  case  that  had  been  tested  at  depths  exceeding  100  meters  without 
"any  difficulties  being  encountered.  Mr.  Hoffman  believed  this  case  to 
be  the  only  truly  100%  waterproof  case  in  the  world.  In  addition,  he 
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said,  it  was  simple  in  design,  easy  to  disassemble,  and  as  waterproof 
after  a  dozen  openings  as  the  day  it  left  the  factory.  Exhibit  6  shows 
an  advertisement  of  an  Instar  waterproof  watch  ( automatic  model )  as 
it  appeared  in  Life  International.  The  price  structure  for  this  watch 
that  would  apply  in  the  United  States  appears  below: 


Sw.  Frs. 

U.S. 
Dollars 

Factory  price  

63 

Transport  and  insurance  

1.50 

64.50 

15.07 

U.S.  tariff  

5.45 

Price  to  Blumberg  &  Co  

20.52 

Wholesale  markup  (30%)  

6.16 

Price  to  retailer  

26.68 

Retail  markup  (100%)  

26.68 

Retail  price  

53.36 

As  stated  above,  a  majority  of  the  Ardon  watches  sold  in  the  United 
States  were  shipped  as  completed  movements  with  dials  but  without 
cases.  Relatively  fancy  American-made  cases,  straps,  and  boxes  were 
added  by  Blumberg  and  Company  in  its  30-man  workshop  on  West 
Fourth  Street  in  New  York  City.  Retail  prices  exclusive  of  sales  taxes 
ranged  from   $10   to   $20   per  watch. 

Sales  were  made  on  a  nation-wide  basis  by  a  20-man  sales  force  to 
retail  jewelry  stores  and  to  large  department  stores,  such  as  Macy's, 
Gimbels,  Saks  Fifth  Avenue,  the  May  Company,  and  I.  Magnin  Com- 
pany. In  recent  months  a  large  order  had  been  received  from  the  Mont- 
gomery Ward  Company,  a  large  mail-order  firm.  In  1957  approxi- 
mately 80%  of  total  sales  were  made  to  jewelry  stores  and  the  remain- 
der to  department  stores. 

Most  of  the  advertising  of  Ardon  watches  was  created  and  paid  for 
by  the  retail  stores.  It  appeared  mainly  in  daily  newspapers,  featured 
the  Ardon  name,  drawings  or  pictures  of  Ardon  watches,  and  in  most 
instances  mentioned  that  they  were  Swiss-made.  Individual  model 
names  such  as  Princess,  Mary  Ann,  and  Springtime  were  also  featured, 
although  only  the  Ardon  name  appeared  on  the  watch.  Some  advertise- 
ments incorporated  the  theme  "a  fashionable  Swiss  watch  at  modest 
prices."  The  Instar  name  was  generally  not  mentioned. 

A  smaller  amount  of  advertising  ($51,000  during  the  year  ending 
March  31,  1958)  was  placed  in  such  national  publications  as  Vogue 
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Exhibit  6 

INSTAR  WATCH  COMPANY 
Advertisement  of  Instar  Waterproof  Watch 
as  It  Appeared  in  Life  International 


One  of  the  world's  favourite  watches  ! 


ol 


387,000  Instar  watches,  ioo°o  waterproof, 
were  sold  in  1956 

Six  outstanding  features 

9  too  %  waterproof,  tested  to  a  depth  of  joo 
feet  under  water  (10  atmospheres) 

•  patented  case,  heavily  goldplated 

C  high-precision,  21 -jewel  movement,  self-win- 
ding (or  by  hand)  with  42  hours'  power 
reserve 

•  unbreakable  mainspring,  unbreakable  glass 

•  shock  resistant,  antimagnetic 

•  Instar  spare  parts  and  repair  service  gua- 
ranteed the  world  over. 


Instar  watch 


Jienne  /Switzerland 


Source:  Instar  Watch  Company. 
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by  George  Blumberg  and  Company.  These  advertisements  were  usually 
half  or  quarter  page,  and  included  several  pictures  as  well  as  a  list  of 
stores  where  Ardon  watches  could  be  bought.  They  also  stated  promi- 
nently: "Product  of  the  World-Renowned  Instar  Watch  Company, 
Bienne,  Switzerland." 

According  to  Mr.  Karl  Hoffman^  the  former  president  and  majority 
stockholder  of  George  Blumberg  and  Company  retired  in  September, 
1955.  Partial  payment  of  debts  owed  to  him  was  made,  in  return 
for  which  he  transferred  his  common  and  preferred  stock  to  two  for- 
mer employees,  Mr.  Albert  Bernstein  and  Mr.  Charles  gaum^At  the 
same  time,  these  two  rifeh  canceled  the  company's  debts  to  themselves 
and  assumed  over-all  management.  Shortly  thereafter  Mr.  Hoffman 
purchased  $60,000  worth  of  5%  cumulative  preferred  stock  of  the 
firm. 

In  spite  of  these  measures,  George  Glumberg  and  Company  was 
still  in  weak^n^e^ta^-eendition  in  January  J^59.  Dividends  in  arrears 
on  the  5^c  cumulative  preferred  stock  amounted  to  $6,250  as  of 
March  31,  1958.  On  the  same  date,  the  firm  was  indebted  to  the  In- 
star  company  in  the  amount  of  $338,000  for  merchandise  received. 
The  majority  of  George  Blumberg  and  Company's  notes  and  accounts 
receivable  were  in  the  hands  of  factors.  Exhibit  7  shows  balance  sheets 
and  profit  and  loss  statements  for  the  years  ending  March  31, 
1956-58. 

One  of  the  reasons  for  Blumberg  and  Company's  financial  condition, 
Mr.  Hoffman  explained,  was  delay  in  the  collection  of jiccgunts  re- 
ceivable. In  the  case  of  many~]ewelry  stores,  he  said,  collections  took 
'as  long  as  10  to  12  months,  whereas  the  department  stores  paid 
promptly  within  30  days.  As  a  consequence,  Mr.  Hoffman  stated, 
George  Blumberg  and  Company  had  started,  with  his  approval,  to 
emphasize  sales  to  department  stores,  and  gradually  to  drop  the  slower- 
paying  jewelry  stores. 

Because  of  the  financial  risk  involved,  but  also  in  the  hope  that  it 
would  improve  Blumberg  and  Company's  working  capital  position, 
Mr.  Hoffman  decided  during  Mr.  Bernstein's  most  recent  visit  to  Bienne 
to  limit  1958  shipments  from  the  factory  to  1  million  Swiss  francs. 
Sales  in  1957  were  1.8  million  Swiss  francs.  In  late  October,  however, 
Mr.  Hoffman  reversed  his  stand  and  decided  to  ship  as  many  watches 
to  the  United  States  as  Mr.  Bernstein  estimated  he  could  sell  to  the  de- 
partment stores  for  the  Christmas  season.  This  decision  had  been 
prompted  by  the  inventory  build-up  at  the  factory,  and  was  based  on 
the  idea  that  it  was  "better  to  have  the  watches  in  New  York,  where 
they  might  be  sold,  than  sitting  on  our  shelves." 
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INSTAR  WATCH  COMPANY 
George  Blumberg  and  Company  Balance  Sheets 
and  Profit  and  Loss  Statements 
for  Years  Ending  March  31 
(In  Thousands  of  Dollars) 


ASSETS 

Current  Assets: 

Cash.  

Notes  and  accounts  receivable 
(net  of  provision  for  doubtful 
accounts)  

Merchandise  inventories  and  re- 
pair material  


1956 


141 

111 

259 


1957 


201 

320 
530 


1958 


11 


241  <; 

374 
626 


Furniture,  fixtures,  and  improve- 
ments (net)   6 

Other  assets   6 

Total  Assets   271 


6 

_15 
551 


5 

658 


LIABILITIES 

Current  Liabilities: 

Notes  payable  

Accounts  payable  

(Instar)  

Sundry  payables  plus  due  to  offi- 
cers   

Total  Current  Liabilities  


42 
84 


119 
245 


124 

328 


96 
548 


239 
391 

(338) 

107 
737 


Preferred  stock  

Common  stock  

Net  surplus  (negative).  .  . 

Total  Liabilities . 


60 
114 

(148) 
271 


60 
114 

(169) 

551 


60 
114 

(253) 
658 


Current  ratio  (current  assets/  cur- 
rent liabilities)  


1.2:1 


.96:1 


.85:1 


Profit  and  Loss 
1956 


1957 


1958 


$  (000) 

%  Sales 

$  (000) 

%  Sales 

$  (000) 

%  Sales 

Net  sales  

.  537 

100% 

846 

100% 

1,075 

100% 

Less :  Cost  of  sales  (merchandise 

costs)  

.  450 

84 

607 

72 

727 

68 

Other  costs  (repairs,  casing,  etc.) . . . 

.  46 

8 

44 

5 

_57 

5 

Gross  profit  

.  41 

8% 

195 

23% 

291 

27% 

Less :  Selling  expenses  

.  49 

9 

99 

11 

193 

18 

(Advertising)  

•  (6) 

(18) 

(51) 

General  and  administrative 

expenses  

.  137 

26 

133 

16 

181 

17 

(Mr.  Bernstein's  and  Mr. 

Baum's  salaries)  

•  (24) 

(30) 

(30) 

Operating  profit  or  (loss)  

■(145) 

(27)% 

(37) 

4% 

(83) 

(8)% 

Plus  other  income  and  special  addi- 

tions  

.  17 

3 

16 

2 

(1) 

Net  Profit  or  (Loss)  before  Taxes .  .  . 

•(128) 

(24)% 

(2)% 

|84) 

(|)% 

Source:  Company  records. 
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In  spite  of  the  problems  Blumberg  and  Company's  precarious  finan- 
cial position  posed  for  him,  Mr.  Hoffman  said  that  hejiail-jaet-con- 
sidered  changing  agents.  He  explained  that  he  liked  Mr.  Bernstein 
and  his  associates  personally,  and  believed  that  they  were  doing  their 
utmost  to  make  a  success  of  their  business.  In  addition,  he  said,  there 
were  in  his  opinion  very  few  reputable  firms  left  in  the  United  States 
wholesale  watch  business.  To  his  knowledge  a  considerable  portion  of 
the  better  agents  had  discontinued  their  watch  trading  activities  en- 
tirely in  recent  years. 

As  far  as  setting  up  a  company-owned  subsidiary  was  concerned,  Mr. 
Hoffman  said,  "You  could  give  me  a  million  dollars,  and  I  still 
wouldn't  do  it."  He  held  strong  opinions  about  the  nature  of  compe- 
titive practices,  such  as  price  cutting  and  liberal  credit  terms  in  the 
business,  and  he  added  that  it  would  take  a  great  deal  of  courage  to 
enter  the  field.  Mr.  Hoffman  saidjie  recognized,  however,  that  he 
jnighLoneda^^  George  Blumberg  and  Company 

^for_financial  reasons. 

ORGANIZATION 

Mr.  Karl  Hoffman  stated  that  he  had  tried  to  keep  Instar's  organi- 
zation as  simple  as  possible.  In  general,  he  said,  he  personally  took 
charge  of  selling  activities,  industry  association,  and  over-all  manage- 
ment questions;  Mr.  Albert  Hoffman,  his  nephew  (son  of  Mr.  George 
Hoffman) ,  dealt  with  technical  and  production  problems;  and  Mr.  Jean 
Candrian,  controller,  was  responsible  for  financial  and  accounting  mat- 
ters. Mr.  Hoffman  believed  that  ultimately  Mr.  Albert  Hoffman  would 
be  the  principal  shareholder  of  the  company,  because  of  the  fact  that 
he  (Mr.  Karl  Hoffman)  had  no  children  of  his  own. 

Mr.  Hoffman  estimated  that  he  spent  his  personal  time  as  follows: 


Bulk  of  time 

Selling  activites.  including  reading  all  incoming  customer  correspondence; 
discussing  questions  raised  by  the  correspondence  with  the  territorial 
sales  manager  involved;  meeting,  at  least  briefly,  each  visiting  whole- 
sale agent;  reviewing  three  monthly  export  share  statistics  prepared  at 
Mr.  Candrian's  initiative;  and  meeting  with  suppliers  when  style  ques- 
tions were  involved  (cases,  hands,  and  dials). 

Roughly  one 
third  of  time 

Industry  association  questions,  including  reading  and  studying  proposals  for 
new  regulations  or  prices  (chiefly  movement  parts);  attending  meetings 
of  the  five  committees  of  which  Mr.  Hoffman  was  a  member;  and  from 
time  to  time  writing  newspaper  articles  on  current  issues  to  keep  the 
public  informed  of  the  integrated  manufacturer's  viewpoint. 

Remainder  of 
time 

Other  internal  problems,  such  as  finance,  production,  watch-movement  de- 
sign, advertising,  and  the  human  relations  program. 
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Reporting  directly  to  Mr.  Hoffman  were  the  seven  territorial  sales 
managers:  Mr.  Jean  Candrianff  controller;  Mr.  Albert  Hoffman."  tech- 
nical director;  and  Mr.  Henri  Ganz.  advertising  manager.  In  addition, 
when  necessary,  other  executives,  especially  on  the  production  side 
of  the  business,  reported  directly  to  Mr.  Hoffman.  These  included 
Mr.  Hans  Bierlmg/  production  scheduling  officer;  Mr.  Eric  Wahl, 
plant  superintendent;  Mr.  Charles  Petitpierre.  chief  designer;  Mr. 
Franz  Gorbal.  personnel  orficer:  and  a  number  of  departmental  super- 
intendents, most  of  whom  had  long  service  with  the  company. 

Mr.  Hoffman  outlined  the  main  areas  of  responsibility  of  the  senior 
production  ex^cutiyjes^as  follows: 


Mr.  George  Hoffman 
Technical  Director 


Area  of  responsibility:  assembly  de- 
partments at  mam  and  at  rural 
plants.  Works  with  heads  of  de- 
partments and  outside  work-studv 
consultant. 


Mr.  Hans  Bierling 

Production 
Scheduling  Officer 


Area  of  responsibility :  sched- 
uling of  ebauche,  assembly, 
case,  and  dial  factories. 
Purchasing  of  dials,  all 
movement  parts  except 
sbauche  raw  materials  and 
lubricating  oils.  Surveil- 
lance of  inventories.  Re- 
ports frequently  direct  to 
Mr.  Karl  Hoffman.  One  as- 
sistant. 


Mr.  Eric  Wahl 

Plant 
Superintendent 


Area  of  responsibility :  design 
of  tools,  jigs;  maintenance 
or  all  equipment.  Super- 
vises four  designers.  Works 
independently  much  of 
time. 


Mr.  Charles 
Petitpierre 
Chief  Designer 


Area  of  responsibility :  design 
of  new  movements  (too  gfrly 
two  per  year^.  Supervises 
two  designers  and  font 
draftsmen.  Consults  with 
Mr.  George  Hoffman  and 
Mr.  Karl  Hoffman  on 
ma-  Dr  questions. 


Mr.  Hoffman  described  Mr^Can^mftl^ principal  duties  as  follows: 
( 1  )  factory  accounting:  (  2  )  payroll  responsibility-;  ( 3  )  preparing 
quarterly  profit  and  loss  statements  for  management  purposes;  ( -4  )  pre- 
paring annual  profit  and  loss  and  balance  sheet  accounts  for  distribu- 
tion to  shareholders:  (  5  )  preparing  other  reports  and  calculations, 
such  as  the  monthly  bank  overdraft  statement  ( in  months  when  the 
company  borrowed  )  and  quarterly  export  share  statistics. 

-  These  men.  in  adniticn  to  the  five  saies  managers  designated  above,  also  held  the 
rank  of  fonde  de  pouvoir. 
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Reporting  to  Mr.  Candrian  werer  three  accountants  and  two  helpers. 
In  speaking  of  day-to-day  operations,  Mr.  Hoffman  said  that  he  had 
tried  to  keep  them  as  informal  as  possible.  When  there  was  a  sales  or 
financial  question  he  wished  to  discuss,  he  went  directly  to  the  execu- 
tives involved,  for  their  offices  were  nearby.  With  respect  to  other 
matters,  he  would  call  the  executives  concerned  to  his  office.  This 
was  not  difficult,  he  pointed  out,  because  the  advertising  manager 
and  production  scheduling  officer  were  located  in  the  same  office,  one 
flight  above;  the  technical  director  and  design  department  were  lo- 
.  cated  one  floor  below.  Conversely,  wfeea-aaj^executive  wished  to  dis- 
|  cuss  some  matter  with  Mr.  Hoffman,  he  was  freetcTromc  te-the^atter's 
-ofjfecTlit  any-time. 

V  As  far  as  committee-type  meetings  were  concerned,  Mr.  Hoffman 
felt  that  they  were  useful  in  their  place,  but  were  often  overrated.  He 
said  that  the  last  such  meeting  of  this  type  that  the  company  had  held 
was  in  1956.  This  meeting  had  been  suggested  by  Mr.  Bierling,  pro- 
duction scheduling  officer,  to  discuss  style  and  design  questions  and  to 
decide  which  items  should  be  included  in  the  first  catalogue.  It  was 
attended  by  all  the  sales  managers,  Mr.  Karl  Hoffman,  Mr.  Albert 
Hoffman,  Mr.  Bierling,  and  Mr.  Candrian. 

According  to  Mr.  Karl  Hoffman,  the  meeting  lasted  for  approxi- 
mately a  day  and  a  half,  and  included  extensive  discussions  of  a  wide 
range  of  topics.  Mr.  Hoffman  said  he  thought  that  some  of  these  dis- 
cussions had  been  useful,  but  others  less  so.  In  several  instances  he 
felt  that  a  substantial  amount  of  time  was  spent  on  points  that  he  had 
already  settled,  and  which  did  not  require  further  consideration. 

Generally  speaking,  Mr.  Hoffman  believed  that  frequent  meetings 
of  the  committee  type  were  unnecessary  in  an  organization  such  as  his, 
on  the  grounds  that  the  majority  of  questions  that  arose  could  be  an- 
swered in  direct  discussion  between  himself  and  the  executive  con- 
cerned. He  saw  no  reason  to  involve  other  individuals  in  matters  that 
were  outside  their  territories.  It  was  his  opinion  that  a  junior  executive 
was  best  occupied  when  he  concerned  himself  with  his  own  prob- 
lems and  did  not  get  involved  in  issues  that  were  not  properly  his  af- 
fair. 

MANUFACTURING 

The  Instar  company  operated  a  total  of  seven  plants.  At  the  main 
one,  in  Bienne,  were  located  the  plate  and  bridge,  wheel  and  pinion, 
case,  and  dial  factories,  as  well  as  approximately  50%  of  the  company's 
assembly  capacity.  Six  smaller  plants,  situated  in  rural  communities 
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where  wage  rates  were  lower  than  in  Bienne,  housed  the  remainder 
of  Instar's  assembly  facilities.  In  addition,  a  total  of  79  part-time  work- 
ers, mainly  women,  were  employed  at  home  on  certain  assembly  and 
finishing  operations. 

The  majority  of  Instar  personnel  were  hired  as  untrained  workers 
by  the  departmental  foremen,  following  initial  interviews  and  testing 
for  mental  concentration  and  manual  dexterity  by  Mr.  Franz  Gorbai, 
personnel  officer.  During  training  periods  averaging  three  months,  new 
personnel  received  wages  approximately  one  third  of  wages  received 
by  trained  workers.  After  training,  individual  incentive  wages  set  by 
the  company's  time-study  specialist  were  paid  for  most  work,  and  group 
incentives  were  given  for  a  number  of  assembly  operations.  The 
minimum  level  of  these  wages  was  specified  on  a  regional  basis  by 
the  collective  industry  wage  agreement.  In  addition,  approximately 
3%  was  added  to  individual  wages  in  the  form  of  an  annual  bo- 
nus through  the  Instar  profit-sharing  plan  (described  in  further  detail 
below) . 

Mr.  Albert  Hoffman,  technical  director,  estimated  that  roughly 
10%  of  Instar's  1,000  workers  and  employees  were  members  of  the 
Swiss  Labor  Organization  for  Metal  and  Watch  Industries.  There  was 
no  union  steward,  however,  and  direct  contact  with  the  union  was 
infrequent.  The  principal  contact  with  the  union,  Mr.  Hoffman  said, 
was  made  on  behalf  of  the  individual  watch  companies  by  officers  of 
the  Swiss  Federation  of  Watch  Manufacturers  at  their  annual  meet- 
ings with  union  officials. 

On  an  over-all  basis,  Mr.  Albert  Hoffman  estimated  that  Instar's 
training  costs  were  probably  comparable  with  those  of  other  firms, 
since  its  10^c  annual  personnel  turnover  was  average  for  the  industry. 
In  this  regard,  he  said  that  the  company  followed  a  policy  of  training 
new  personnel  in  a  limited  number  of  operations  only,  in  order  to 
make  transfers  to  other  firms  more  difficult  to  arrange  than  they  might 
otherwise  be. 

WATCH  DESIGN 

Mr.  Karl  Hoffman  explained  that  Mr.  Albert  Hoffman,  technical 
director,  was  a  professionally  trained  watchmaker,  and  had  designed 
a  subsequently  discontinued  watch  movement  in  recent  years.  He 
stated  that  final  responsibility  for  waters  design  currently  rested  with 
Mr.  Charles  Petitpierre,  chief  designer,  and  that  Mr.  Petitpierre's  de- 
partment was  responsible  for  producing  both  new  designs  and  proto- 
types, when  the  latter  were  considered  necessary. 
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Designs  required  from  one  to  two  years  to  complete,  Mr.  Petit- 
pierre explained,  from  the  time  the  first  drawings  were  made  to  the 
assembly  of  the  first  test  production  lot  (500  pieces).  He  stated  that 
the  most  recent  new  design  had  been  that  of  Instar's  first  man's  auto- 
matic watch,  in  a  relatively  thin  model.  He  said  that  this  design  fol- 
lowed, in  broad  outline,  the  principles  already  perfected  for  that  type 
of  watch.  Mr.  Petitpierre  added  that  it  was  not  so  much  Instar's  pur- 
pose to  develop  radically  new  designs  as  it  was  to  keep  pace  with  the 
industry.  This  involved  continuously  bringing  older  calibers  up  to 
date,  and  developing  new  features  after  their  soundness  had  been 
proven. 

According  to  Mr.  Petitpierre,  basic  decisions  as  to  what  should  be 
worked  on  next  were  made  by  Mr.  Karl  Hoffman,  after  conferring 
with  the  sales  managers,  himself,  and  other  company  executives. 

QUALITY 

Assuring  proper  quality  for  the  Ardon  and  Instar  lines,  Mr.  Albert 
Hoffman,  technical  director,  explained,  was  largely  a  question  of 

(1)  working   to   specified   tolerances   during   parts  manufacture; 

( 2 )  training  assembly  personnel  to  work  accurately  >and.  at  the  same 
time,  rapidly;  (3)  performing  adequate  inspection^  during  the  as- 
sembly process  to  catch  defective  workmanship;  (4)  carrying  out 
thorough  final  inspections  and  adjustments.  Of  the  two  lines,  Mr. 
Hoffman  said,  neither  presented  any  special  problems,  although  Instar 
watches,  especially  ladies'  models,  required  greater  attention  than  the 
Ardon  line.  The  limits  of  accuracy  at  final  inspection  for  Instar 
watches  were  0  to  30  seconds  fast  in  24  hours  in  the  face-up  posi- 
tion, while  those  for  Ardon  watches  were  30  seconds  to  2  minutes 
fast  in  the  same  position. 

The  main  difference  between  Instar  and  higher-priced  watches,  Mr. 
Albert  Hoffman  said,  was  in  the  care  and  time  spent  in  their  manu- 
facture from  start  to  finish.  He  said  that  other  manufacturers  also 
used  slightly  higher-grade  jewels  and  other  components  (i.  e.,  parts 
meeting  closer  inspection  tolerances),  but  that  these  differences  were 
less  important  than  workmanship.  He  added  that  quality  was  prin- 
cipally a  matter  of  degree,  and  indicated  that  in  several  years  or  more 
Instar  watches  could  be  further  upgraded  to  top-grade  accuracy.3 

The  president  of  a  company  reputed  to  make  watches  of  the  highest  quality  stated 
that  accuracy  requirements  for  all  men's  watches  made  by  his  firm  were  0-8  seconds  fast  in 
24  hours  in  the  face-up  position. 
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COSTS 

Although  comparisons  were  available  only  for  parts  manufacture 
and  not  for  assembly  operations,  Mr.  Albert  Hoffman  estimated  that 
Instar's  costs  in  relation  to  outside  suppliers'  prices  were  as  follows: 


Very  Favorable 

Favorable 

About  the  Same 

Cases 

Assembly  operations, 

Ebauches   (i.e.,   plates,  bridges, 

dials 

wheels,  and  pinions) 

The  relative  importance  of  the  costs  of  these  various  parts  and 
operations  is  indicated  in  Exhibit  8,  which  shows  the  standard  unit 
costs  of  an  Ardon  and  Instar  watch. 

Mr.  Hoffman  considered  that  case  and  dial  manufacturing  costs 
were  favorable  for  two  reasons :  ( 1 )  Instar  produced  relatively  large 
quantities  of  these  items.  ( 2 )  Volume  discounts  were  offered  by  supT 
pliers  orT~only  up  to  5,000  and  1,000  units,  respectively. 

Exhibit  8 

INSTAR  WATCH  COMPANY 
Standard  Unit  Cost  of  an  Ardon  and  Instar  Watch 
(In  Swiss  Francs) 


Seventeen-Jewel  Man's 
Instar  Watch, 
All-Steel  Waterproof  Case 

One-Jewel  Lady's 
Ardon  Watch,  of 
Type  Sold  in  U.S.A. 

Movement: 

Material  

Labor  

Overhead  

Assembly: 

Case  

Dial  

Hands  

Labor  

Overhead  

7.23 
1.44 
2.74 

3 
6 

1.17 

1.11 

2.32 

12% 
12 

11.41 

26% 

4.60 

48% 

9.79 
2.37 
0.62 
3.61 
2.35 

C  22%) 

1 

8 
5 

1.02 
0.17 
1.38 
1.25 

11% 
2 
14 

Gross  margin  

Factory  price  

18.74 

43% 

3-82 

40% 

13.85 

1.23 

(3 

44.00 

100% 

9.65 

100% 

Note:  Discrepancies  in  the  totals  of  the  per  cent  column  are  due  to  rounding. 
Source:  Company  records. 
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Mr.  Hoffman  believed  that  assembly  costs  were  probably  also  favor- 
able for  the  following  reasons:  (1)  ^age  rates  at  Instar's  rural  as- 
sembly plants  were  10%  lower  than  at  most  urban  plants.  (2)  Many 
of  the  company's  assembly  operations  had  been  simplified  and  speeded 
up  by  Professor  Heinrich,  a  work-study  specialist  and  industrial  psy- 
chologist who  spent  an  average  of  2Vi  days  per  week  at  Instar.  Pro- 
fessor Heinrich's  most  striking  contribution,  in  Mr.  Hoffman's  opin- 
ion, had  been  the  establishment  and  training  of  six-person  assembly 
teams,  each  member  of  which  was  required  to  complete  a  sequence 
of  operations  and  pass  the  watch  on  to  the  next  person  within  30  sec- 
onds. Mr.  Hoffman  believed  that  Instar  was  one  of  very  few  firms 
in  the  industry  to  use  this  technique,  and  he  said  that  it  had  lowered 
costs  appreciably. 

Mr.  Albert  Hoffman  doubted  that  plate  and  bridge  manufacturing 
costs  were  favorable,  however,  tor  two  reasons:  (1)  Annual  produc- 
tion of  individual  calibers  by  outside  suppliers,  such  as  Ebauches  S.  A., 
ranged  up  to  several  hundred  thousand  units,  while  Instar's  production 
rarely  exceeded  50,000.  (2)  The  scheduling  of  parts  through  the 
plate  and  bridge  factory  was  not  so  efficient  as  it  might  be. 

In  describing  the  plate  and  bridge  scheduling  problem,  Mr.  Hoff- 
man explained  that  this  factory  consisted  largely  of  a  group  of  40  mill- 
ing machines  of  the  multiple  operation,  automatic  transfer  type. 
These  machines  performed  the  milling  and  drilling  operations  on  the 
plate  and  bridges  of  all  Instar  and  Ardon  watches. 

Individual  production  lots  ranged  from  2,000  to  20,000  pieces, 
with  the  majority  falling  between  4,000  and  10,000.  Work  on  ap- 
proximately ten  calibers  of  a  total  of  25  was  started  each  month.  An 
average  of  three  operations  out  of  a  total  of  70  for  each  caliber 
could  be  performed  before  a  new  machine  setup  was  required.  Setup 
time  varied  from  several  hours  to  a  day,  depending  on  the  part  and 
machine.  Work-in-process  time  for  plate  and  bridge  production  aver- 
aged nine  months,  and  machining  time  for  a  lot  of  2,000  units  (plate 
and  bridges)  averaged  150  hours.  Mr.  Candrian,  controller,  said  that 
he  had  computed  the  percentage  utilization  of  the  plate  and  bridge 
milling  machines  as  a  matter  of  personal  interest  and  found  it  to  be 
approximately  60%  at  1957  volume,  taking  into  consideration  setup 
and  other  down  time. 

Scheduling  was  performed  by  the  foreman  of  the  plate  and  bridge 
factory,  Mr.  George  Moller,  who  had  held  this  position  for  over  20 
years.  Mr.  Moller  assigned  new  lots  to  individual  machines  as  they 
became  available,  taking  into  consideration  the  ease  with  which  a 
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machine  that  had  been  working  on  one  part  could  be  set  up  to  pro- 
duce another.  In  order  to  do  this  effectively,  he  liked  to  have  two  to 
three  months'  production  in  rough  cut  blanks  stored  in  wooden  boxes 
near  the  machines,  and  a  roughly  equivalent  amount  in  process.  Ac- 
cording to  Mr.  Bierling,  production  scheduling  officer,  the  number  of 
sets  of  plates  and  bridges  in  process  or  waiting  to  be  processed  as 
of  September  30,  1958,  was  601,000  units,  while  an  additional  294,- 
771  were  in  parts  inventory  waiting  to  be  assembled. 

Several  proposals  had  been  made  by  company  executives  for—im- 
proving scheduling  in  the  plate  and  bridge  factory:  (1)  In  Mr.  Al- 
bert Hoffman's  opinion,  an  outside  consultant  should  be  called  in  to 
design  and  install  a  modern  scheduling  system.  (2)  Mr.  Karl  Hoff- 
man, on  the  other  hand,  did  not  consider  it  necessary  to  incur  the 
expense  of  an  additional  outside  consultant,  and  was  convinced  that 
plate  and  bridge  scheduling  could  be  improved  internally.  He  said 
that  the  expansion  of  the  plate  and  bridge  factory  in  recent  years  had 
already  helped  to  alleviate  the  problem,  in  that  there  was  now  room 
to  store  the  extra  blanks  between  the  machines  without  blocking  up 
the  passageways.  It  was  his  opinion  that  eventually  Dr.  Heinrich's 
group  principle  could  be  applied  and  a  block  of  machines  used  for 
each  individual  caliber,  thus  reducing  setup  time.  ( 3 )  Mr.  Hans  Bier- 
ling, production  scheduling  officer,  considered  that  a  start  might  be 
made  by  asking  Mr.  Moller  to  prepare  some  sort  of  machine  loading 
chart,  but  he  did  not  feel  that  it  was  appropriate  for  him  to  make  this 
suggestion  to  Mr.  Moller,  and  was  not  certain  how  the  matter  should 
be  handled. 

PRODUCTION  SCHEDULING 

"When  I  first  took  over  production  scheduling  in  1950,"  said  Mr. 
Hans  Bierling,  production  scheduling  officer,  "it  really  was  uphill  work 
for  about  six  months.  There  was  a  tremendous  amount  to  untangle." 

Mr.  Bierling  explained  that  prior  to  1950  most  work  was  put  into 
production  on  the  basis  of  firm  orders  only.  Purchase  orders,  also, 
were  placed  only  after  orders  had  been  received.  In  addition,  individual 
customer  orders  were  accumulated  until  a  minimum  lot  size  of  2,000 
was  obtained  before  they  were  started  in  production.  These  procedures, 
in  combination  with  a  tight  parts  supply  market,  resulted  in  de- 
livery periods  of  a  year  or  more  (nine  months  for  ebauche  production, 
plus  three  to  four  months  for  assembly). 

By  1958,  Mr.  Bierling  said,  production  scheduling  had  changed 
substantially:  (1)  Ebauche  parts  were  being  put  into  production  on 
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the  basis  of  estimated  needs.  (2)  Purchase  orders  were  being  placed 
on  a  similar  basis.  (3)  The  assembly  of  watches  for  all  except  so- 
called  "direct"  customers  was  based  on  estimated  sales  to  those  cus- 
tomers. ("Direct"  customers  were  required  to  order  12  months  in  ad- 
vance; these  included  the  three  branch  offices,  plus  the  company's 
wholesale  agents  in  Italy,  India,  Hongkong,  Singapore,  and  the 
United  States.  During  the  first  nine  months  of  1958,  somewhat  less 
than  50%  of  all  shipments  were  sent  to  "direct"  customers.) 

Mr.  Bierling  said  that  these  changes  had  resulted  in  more  rapid 
deliveries  (smaller  orders  being  made  up  directly  from  stock),  larger 
lot  sizes,  and  fewer  different  calibers  being  started  each  month.  In 
his  opinion  a  number  of  problems  still  remained,  however,  before  the 
system  would  be  working  as  he  thought  it  should:  (1)  Sales  estimates 
needed  to  be  improved.  Although  they  were  the  best  judgments  of 
their  kind  available,  Mr.  Bierling  had  found  that  the  over-all  estimates 
for  individual  models  made  by  Mr.  Karl  Hoffman  contained  margins 
of  error  which  had  occasionally  resulted  in  inventory  difficulties.  In 
order  to  improve  upon  these,  Mr.  Bierling  had  requested  informal 
estimates  by  territory  from  the  individual  sales  managers,  which  at 
first  he  found  to  be  almost  always  high,  and  in  some  cases  as  much 
as  50%  wide  of  the  mark.  After  he  had  had  a  chance  to  show  the  earlier 
of  these  estimates  and  actual  sales  figures  to  the  sales  managers  and 
to  Mr.  Hoffman,  however,  he  found  subsequent  predictions  much 
lower.  Currently  he  found  it  necessary  to  revise  most  of  them  upward. 
The  most  accurate  estimates,  Mr.  Bierling  said,  came  from  Mr.  Schine 
and  Mr.  Allmen,  who,  unlike  the  other  sales  managers,  kept  records 
showing  sales  by  period  and  model  to  individual  customers.  (2)  The 
number  of  calibers  and  executions  of  calibers  (variations  in  number 
of  jewels,  type  of  shock  protection,  type  of  secondhand)  should  be 
further  reduced,  Mr.  Bierling  considered.  He  stated  that  progress  had 
already  been  made  in  recent  years  toward  decreasing  the  number  of 
executions.  He  also  said  that  he  and  Mr.  Hoffman  had  tentatively 
agreed  to  reduce  the  total  number  of  calibers  from  26  to  14.  In 
this  latter  regard,  however,  it  had  been  found  difficult  to  make  any 
reductions  to  date,  because  of  the  problems  involved  in  refusing  cus- 
tomers who  ordered  a  caliber  that  was  slated  to  be  dropped.  ( 3 )  Fur- 
ther centralization  of  purchasing  would  also  be  desirable,  in  Mr. 
Bierling's  opinion.  In  recent  years  he  had  been  able  to  assume  re- 
sponsibility for  purchasing  balance  wheels,  escapements,  jewels,  and 
springs.  Subsequent  to  the  death  of  the  executive  who  had  been  re- 
sponsible for  dial  purchasing,  Mr.  Bierling  had  also  been  able  to  build 
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up  in  his  office  the  company's  first  file  of  dials  in  use,  for  reorder 
purposes.  Ebauche  raw  materials  and  lubricating  oils  were  still  being 
handled  by  a  former  technical  director,  however,  while  cases  were 
being  ordered  by  another  officer  who  also  had  long  years  of  service 
with  the  company. 

ADVERTISING 

Mr.  Henri  Ganz  believed  that  he  had  been  chosen  as  advertising 
manager  by  Mr.  Karl  Hoffman  not  so  much  to  "take  over"  the  ad- 
vertising function  as  to  assist  Mr.  Hoffman  in  making  advertising  de- 
cisions. One  of  Mr.  Ganz'  first  steps  after  his  arrival  in  1956  had 
been  to  prepare  a  report  showing  advertising  expenditures  by  sales 
territory  and  country  as  a  percentage  of  sales  to  those  areas  (see  Ex- 
hibit 3 ) .  He  said  that  Mr.  Hoffman  had.  been  somewhat  surprised  by 
several  of  these  percentages  and  had  gone  immediately  to  discuss  them 
with  the  various  sales  managers.  Certain  of  the  sales  managers  had 
at  first  resented  Mr.  Ganz  for  preparing  the  report,  he  said,  but  had 
since  come  to  recognize  that  some  form  of  review  was  necessary.  He 
added  that  these  reports  were  later  given  a  semiconfidential  status, 
since  Mr.  Hoffman  did  not  wish  the  sales  managers  of  territories  where 
relatively  little  was  being  spent  on  advertising  to  know  how  much 
was  being  spent  in  other  areas. 

Mr.  Ganz  explained  that  most  advertising  expenditures  were  ini- 
tiated either  by  the  territorial  sales  managers,  after  approval  by  Mr. 
Karl  Hoffman,  or  by  Mr.  Hoffman  personally.  Mr.  Ganz'  duties  in- 
cluded the  dispatch  and  collection  of  Instar's  scale-model  displays,  any 
correspondence  relating  to  advertising  matters,  and  most  recently,  the 
preparation  of  an  advertising  budget  by  area  and  media  for  1959. 
Mr.  Ganz  was  uncertain  as  to  exactly  how  this  budget,  which  he  had 
started  on  his  own  initiative,  would  be  administered,  however.  It 
was  his  opinion  that  some  opportunity  to  discuss  in  advance  the 
various  categories  of  expenditure  and  other  questions  with  the  sales 
managers  was  important  if  the  budget  was  to  succeed. 

In  speaking  of  the  underlying  purpose  of  Instar  advertising,  Mr. 
Ganz  stated  that  he  considered  its  effect  on  the  dealer  to  be  of  primary 
importance.  He  said  that  he  had  been  very  much  impressed  by  the 
importance  of  dealer  push  before  joining  Instar,  on  the  occasion  of 
purchasing  his  own  watch.  He  explained  that  he  had  entered  one  of 
the  larger  shops  on  Bahnhofstrasse  in  Zurich  with  "every  intention  of 
buying  an  Omega."  The  sales  girl  had  shown  him  an  International 
watch  as  well  as  an  Omega,  however,  and  said  that  she  thought  the 
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difference  in  price  was  justified  by  the  higher  quality.  He  had  bought 
the  International,  and  had  been  convinced  ever  since  of  the  im- 
portance of  the  dealer's  recommendation. 

Because  of  his  conviction  about  dealer  push,  Mr.  Ganz  hoped  to 
devote  a  larger  portion  of  the  advertising  budget  to  dealer  aids  in  the 
future.  For  example,  he  looked  forward  to  publishing  an  Instar  news- 
paper to  keep  wholesalers  and  retailers  informed  on  latest  company 
developments.  He  also  hoped  to  develop  a  larger  number  of  inexpen- 
sive window  displays  that  could  be  rotated  among  dealers  to  maintain 
their  interest  and  increase  the  likelihood  that  Instar  watches  would 
always  be  featured.  Exhibit  9  shows  Instar  advertising  by  category 
during  1956  and  1957. 

Exhibit  9 

INSTAR  WATCH  COMPANY 
Instar  Advertising  by  Media 
(In  Thousands  of  Swiss  Francs) 


1956 

1957 

1.  Newspapers  

1,125 

55% 

1,000 

48% 

2.  Printed  material  

69 

3 

77 

4 

3.  Window  displays  

316 

15 

172 

8 

4.  Photos,  mattes  

38 

2 

48 

2 

5.  TV,  films,  radio,  cinema  slides  

140 

7 

233* 

11 

6.  Neon  signs,  dealer  clocks  

213 

10 

391 

19 

7.  Exhibiting  

86 

4 

89 

4 

8.  Gifts  (calendars,  pocket  knives  to  representatives) . 

27 

2 

46 

2 

9.  All  freight,  insurance  

37 

2 

48 

2 

Total  

2,051 

100% 

2,104 

100%, 

*  Includes  130,000  Swiss  Francs  for  color  movie  on  Instar  human  relations  program. 
Source:  Company  records. 


FINANCE  AND  ACCOUNTING 

Mr.  Jean  Candrian,  controller,  said  that,  like  Mr.  Bierling  and  Mr. 
Ganz,  he  too  had  initiated  a  number  of  new  procedures  since  his  ar- 
rival in  1949.  One  of  his  first  steps  was  to  install  a  standard  cost 
system,  which  in  1958  he  personally  used  to  compare  actual  with 
standard  costs  on  a  quarterly  basis.  The  system  also  served,  he  said, 
as  a  basis  for  discussion  with  departmental  foremen  or  other  execu- 
tives, as  the  need  arose.  Another  early  step  was  to  prepare  the  quar- 
terly export  share  statistics  shown  in  Exhibit  5,  which  were  reviewed 
and  discussed  regularly  by  Mr.  Karl  Hoffman  with  the  individual  sales 
managers. 

In  subsequent  years,  Mr.  Candrian  concentrated  his  efforts  on  im- 
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proving  the  accuracy  of  Instar's  basic  accounting  data.  This  was  diffi- 
cult, he  said,  because  the  majority  of  departmental  foremen  werejin- 
accustomed  to  keeping  detailed  records,  and  were  slow  to  be  convinced 
oftheir  need.  By  1958  Mr.  Candrian  was  still  not  satisfied  with  certain 
procedures,  and  said  that  he  faced  a  number  of  problems :  ( 1 )  Depart- 
mental foremen  would  occasionally  refuse  to  accept  figures  as  correct 
when  Mr.  Candrian  attempted  to  review  manufacturing  performance 
with  them.  (2)  Certain  overheads  were  allocated  less  precisely  than 
they  should  be  in  Mr.  Candrian's  opinion,  and  he  believed  that  a 
number  of  prices  might  be  too  low  as  a  result  (notably  Ardon  pin- 
lever  watches).  (3)  It  was  difficult  to  trace  inventory  discrepao^es 
to  their  source,  with  the  consequence  that  careless  practices  occa- 
sionally developed.  On  one  occasion,  for  example,  Mr.  Candrian 
brought  to  light  jewels  of  a  type  no  longer  in  use  worth  30,000 
Swiss  francs,  and  was  able  to  return  them  to  the  supplier. 

In  recent  months  Mr.  Candrian  had  reported  to  Mr.  Karl  Hoffman 
on  the  status  of  accounting  in  the  company,  stating  that  in  his  opinion 
as  much  improvement  had  been  made  by  working  through  the  depart- 
ment heads  as  could  be  expected,  and  that  four  additional, accountants 
for  cross-checking  various  accounts  would  be  needed  to  deal  with  the 
situation  properly.  He  justified  the  additional  annual  expense  of  100,- 
000  Swiss  francs  that  would  be  involved  (40,000  Swiss  francs  for 
salaries,  plus  60,000  Swiss  francs  for  office  space  and  equipment)  on 
the  grounds  that  the  problems  described  above  could  be  largely  elimi- 
nated, and  that  in  addition:  (1)  a  start  could  be  made  on  calculating 
the  cost  to  the  company  of  the  present  variety  of  calibers  and  executions 
(or,  alternatively,  the  savings  that  would  result  from  a  reductiorTin  the 
number  of  calibers  and  executions ) ;  and  ( 2 )  a  number  of  new  calcu- 
lations could  be  made,  such  as  of  profits  by  function  (parts  manufac- 
turing, assembly,  etc.)  and  by  geographic  area. 

The  principal  control  reports,  received  by  other  executives,  Mr. 
Candrian  said,  were  the  ex£C£t_sJiaj£__smiistk&  mentioned  above,  the 
quarterly  management  profit  and  loss  statements  (to  Mr.  Karl  Hoff- 
man), and  the  monthly  bank  overdraft  statement,  in  periods  when 
the  company  borrowed  (to  Mr.  Karl  Hoffman).  In  addition,  balance 
sheet  and  profit  and  loss  statement  were  prepared  each  year  for  the 
stockholders. 

The  management  profit  and  loss  statements  differed  from  those 
prepared  for  the  stockholders  chiefly  in  respect  to  the  amounts  of 
depreciation  and  inventory  write-off  charged  to  the  cost  of  goods  sold 
account,  and  in  the  detail  shown.  The  year-end  management  profit 
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and  loss  statement  for  1956,  for  example,  showed  standard  cost  of 
goods  sold  of  17.7  million  Swiss  francs  (including  depreciation  of 
7%  of  estimated  total  assets),  a  favorable  manufacturing  variance  of 
0.3  million  Swiss  francs,  total  administrative  and  commercial  expenses 
of  3.7  million  Swiss  francs,  and  other  income  after  deduction  of  other 
expenses  of  1.5  million  Swiss  francs. 

HUMAN  RELATIONS  PROGRAM 

Mr.  Hoffman  explained  that  Instar's  human  relations  program  was 
a  matter  of  great  personal  importance  to  him.  Some  years  earlier  he 
had  written  a  short  pamphlet  entitled  Instar  House,  the  Factory  Home 
of  the  Instar  Watch  Company,  describing  the  program  and  the  phi- 
losophy behind  it.  Excerpts  from  this  pamphlet  follow: 

The  Foundation  of  the  Social  Order:  Justice  and  Love  are  the  fundamental 
pillars  of  our  social  order.  Justice  is  the  foundation,  Love  the  complement.  Jus- 
tice demands,  Love  gives.  Both  are  necessary.  Justice  demands  and  distributes  ac- 
cording to  standards  which  are  more  or  less  prescribed;  it  must  realise  the  mini- 
mum of  morality  needed  for  the  maintenance  of  social  order  ....  On  the  other 
hand,  Love  is  not  bound  by  dimensions.  Love  is  the  complement  of  attainments 
which  form  the  subject  of  legal  obligations.  The  latter  cannot  be  replaced  by 
Love,  which  regards  them  as  a  condition  precedent.  Love  not  only  does  what  is 
demanded  by  Justice,  but  also  what  is  called  for  by  the  welfare  of  our  fellow  men 
and  society  generally,  even  if  that  entails  personal  sacrifices  and  restric- 
tions ....  .  . 

Where  Justice  and  Love  are  united,  in  whatever  social  relationship  it  may  be, 

order,  peace,  well-being  and  happiness  prevail. 

The  Works  Community:  The  foregoing  general  principles  apply  correspond- 
ingly to  the  whole  of  economic  life.  They  apply  as  much  to  each  individual  en- 
gaged in  it  as  to  industry  as  a  social  structure.  Personal  views  and  institutions  of 
economic  life  must  be  subordinated  to  them;  Social  Justice  is  the  foundation, 
Social  Love-Brotherly  Love  in  Social  Relations— must  be  the  animating 
spirit  .... 

If  the  employees  and  employers  of  a  firm  are  conscious  of  the  rights  and  obli- 
gations demanded  by  the  principles  of  Justice  and  Love,  then  the  idea  of  a 
Works  Community  presents  a  fine  possibility  of  solving  the  social  question. 

At  Instar,  the  pamphlet  continued,  the  idea  of  a  Works  Community 
was  implemented  in  a  number  of  ways.  These  included:  (1)  Instar 
House,  a  factory  house  near  the  main  plant  which  provided  low-cost 
meals  for  personnel,  free  care  for  children  of  persons  employed  by 
the  company,  and  recreational  facilities;  (2)  a  workers'  commission 
comprising  seven  workers  and  four  management  delegates  (its  meet- 
ings were  attended  personally  by  Mr.  Karl  Hoffman,  and  a  wide  range 
of  topics  bearing  on  working  conditions  was  discussed);  (3)  service 
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jubilees  (  at  which  a  gift  was  presented)  and  annual  excursions;  (4)  a 
monthly  salary  bonus  of  25  francs  for  each  child  (as  provided  for  by 
the  collective  wage  agreement)  plus  125  francs  for  each  newborn 
baby,  and  in  addition,  all  heads  of  families  received  a  50  Swiss  francs 
monthly  bonus;  ( 5 )  old-age  insurance  for  which  one  half  of  the 
premiums  were  paid  by  the  firm  and  one  half  by  workers  and  em- 
ployees; (6)  a  housing  development  of  nearly  100  detached  cottages, 
which  were  owned  by  the  workers  who  occupied  them  and  financed 
by  interest-free  loans  from  the  Instar  personnel  fund;  (7)  a  profit- 
sharing  plan  which  provided  that  an  amount  equal  to  all  dividends 
paid  to  shareholders  in  excess  of  5%  of  share  capital  would  be  paid 
to  the  workers  in  the  form  of  an  annual  profit-sharing  bonus;  and 
(8)  social  assistance  provided  by  a  full-time  woman  social  worker 
in  case  of  illness,  with  emergency  gifts  of  funds  made  in  case  of  hard- 
ship. 

INDUSTRY  AGREEMENT 

Mr.  Hoffman  explained  that,  like  all  other  manufacturers  of  jew- 
eled-lever  watches  in  the  Swiss  watch  industry,  the  Instar  Company 
was  a  member  of  the  Swiss  Federation  of  Watch  Manufacturers  ( FH ) . 
It  was  also,  under  Swiss  law,  subject  to  the  regulations  of  the  Swiss 
Watchmakers  Industry  Agreement.4 

Fortunately,  in  Mr.  Hoffman's  opinion,  the  current  version  of  this 
agreement  had  been  allowed  to  lapse  in  October,  1958,  and  was  in 
the  process  of  being  renegotiated  before  its  expiration  date  of  March 
31,  1959-  He  was  not  certain  as  to  the  exact  position  the  integrated 
manufacturers  should  take  during  the  negotiations,  but  he  had  strong 
opinions  about  the  desirable  and  undesirable  features  of  the  existing 
agreement.  These  he  enumerated  as  follows :  ( 1 )  The  clause  pro- 
hibiting the  export  of  less  than  completed  movements  (with  certain 
exceptions)  should  be  maintained,  for  it  prevented  the  migration  of 
the  assembly  phase  of  Swiss  watch  manufacture  abroad,  and  thus  pro- 
tected Swiss  labor.  (2)  The  clause  preventing  Swiss  assemblers  from 
purchasing  parts  abroad  should  be  discontinued,  for  it  "overprotected" 
Swiss  parts  manufacturers,  and  they  had  become  relatively  inefficient. 
As  an  example,  Mr.  Hoffman  cited  the  case  of  a  French  manufacturer 
who  had  recently  started  to  produce  superior-quality  mainsprings  for 
sale  at  0.32  Swiss  francs,  in  comparison  with  the  Swiss  price  of  0.47 
Swiss  francs.  (3)  The  discount  schedule  that  provided  volume  dis- 

4  See  the  Swiss  watch  industry  section  of  the  "Note  on  the  World  Wrist  Watch  Industry" 
for  additional  background  information. 
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counts  up  to  limited  amounts  (1,000  for  dials,  5,000  for  cases,  7,500 
for  hands),  did  not  reflect  the  economies  of  longer  production  runs, 
discriminated  against  the  larger  assemblers,  and  should  be  revised. 
(4)  The  requirement  that  an  assembler  accept  full  delivery  within 
six  months  of  any  order  of  which  partial  delivery  has  been  made 
should  be  discontinued,  for  it  placed  all  risk  of  forward  purchasing 
in  the  event  of  an  industry  downturn  on  the  assembler.  In  this  regard, 
Mr.  Bierling,  production  scheduling  officer,  explained  that  he  was  still 
receiving  deliveries  of  parts  ordered  before  the  Far  Eastern  decline 
revealed  itself  to  be  as  serious  as  it  was. 

Mr.  Hoffman  considered  that  through  the  industry  agreement  the 
Swiss  watch  industry  had  originally  sought  a  way  of  avoiding  disaster 
during  the  depression  of  the  early  1930's,  but  that  it  had  "ended  up 
in  a  strait  jacket  instead."  He  believed  that  irreparable  damage  had 
been  done  already,  in  that  the  high  price  of  Swiss  parts  and  finished 
watches  had  encouraged  manufacturers  to  start  up  operations  in  other 
countries.  He  was  convinced  that  liberalization  was  essential  for  the 
good  of  the  industry,  and  intended  to  work  to  this  end  through  the 
five  industry  association  committees  of  which  he  was  a  member,  as 
well  as  by  writing  articles  for  Swiss  newspapers  that  would  explain 
the  dangers  of  the  present  situation  to  the  Swiss  economy  and  the 
general  direction  in  which  action  should  be  taken. 

MR.   KARL  HOFFMAN   LOOKS  AHEAD 

In  speaking  of  1959,  Mr.  Karl  Hoffman  said  that  he  considered  it 
likely  that  the  annual  dividend  (based  on  1958  profits)  would  have 
to  be  lower  than  that  paid  in  recent  years  ( 8  %  of  share  capital ) .  He 
also  thought  that  it  would  probably  be  necessary  to  reduce  total  ad- 
vertising spending  to_about  1.2  millionSw7ss_^^ 

With  regard  to  thelonger  rangeTT^rTliorTman  "had  nodefinite 
plans  about  future  organizational  arrangements,  although  he  had  been 
seriously  ill  several  years  earlier  and  had  thought  at  that  time  that  it 
might  be  desirable  for  him  to  retire  in  1962  at  the  age  of  65. 

With  respect  to  other  matters,  Mr.  Hoffman  intended  to  proceed 
along  the  following  lines:  (1)  to  concentrate  on  increasing  sales  in 
Europe,  mainly  through  increased  market  share,  in  order  to  replace 
high-risk  Far  Eastern  sales;  (2)  to  concentrate  on  as  simple  and 
"classic"  styles  as  possible,  in  order  to  minimize  hard-to-sell  inven- 
tories; (3)  to  continue  a  policy  of  limited  retail  distribution  in  the 
better  shops  in  order  to  avoid  price  cutting,  to  assure  satisfactory  dealer 
margins,  and  to  obtain  dealer  push;  (4)  to  establish,  in  the  near 
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future,  as  large  market  shares  as  possible  in  the  Near  Eastern  and 
African  countries,  which  would  assure  the  company  of  large  sales  in 
those  areas  as  living  standards  rose,  as  Mr.  Hoffman  was  convinced 
that  they  would;  and  (5)  to  establish,  when  funds  and  sales  volume 
permitted,  company-owned  subsidiaries  to  replace  independent  whole- 
sale agents  in  the  larger  markets. 


D 
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CONTINENTAL  WATCHMAKERS  COMPANY1 


ORGANIZATION 

Ownership.  Mr.  William  Keller,  president  of  Continental  Watch- 
makers since  1955,  represented  the  fourth  generation  of  ownership 
and  management  of  this  Swiss  watch  company.  In  1871  his  great- 
grandfather had  purchased  the  company  from  an  American  who  had 
failed  in  his  attempt  to  establish  a  factory  for  manufacturing  watch 
parts  and  had  begun  manufacturing  and  assembling  watches  on  a 
small  scale.  He  inaugurated  a  policy  of  producing  watches  of  highest 
timekeeping  ability,  a  policy  that  by  1958  had  guided  the  company 
through  almost  90  years  of  watchmaking.  In  1958  the  company 
manufactured,  assembled,  and  sold  almost  70,000  watches  for  more 
than  15  million  francs. 

Mr.  William  Keller's  grandfather  succeeded  the  great-grandfather 
in  the  management  of  the  company.  When  the  grandfather  died  in 
1928,  the  watch  company  passed  with  a  large,  family-owned  ma- 
chinery factory  to  Mr.  Hans  Keller,  father  of  William  Keller.  From 
1928  until  his  death  in  1955,  Mr.  Hans  Keller  was  the  chief  execu- 
tive both  of  the  machinery  company  and  watch  company.  The  former 
attracted  his  main  attention.  The  day-to-day  management  of  Conti- 
nental rested  with  Mr.  E.  Wahl,  administrative  manager;  Mr.  William 
Keller,  sales  manager  after  1935;  and  Mr.  W.  Heinner,  technical 
manager,  who  joined  the  company  in  1937.  These  three  men  met 
with  Hans  Keller  every  week  or  two  to  decide  policy  or  important 
operational  questions,  but  later  years  found  Mr.  Hans  Keller  increas- 
ingly detached  from  the  routine  management  of  Continental. 

Upon  the  death  of  Mr.  Hans  Keller  in  1955,  the  ownership  of 
the  watch  company  passed  to  his  wife  and  children.  The  full  responsi- 
bility for  managing  the  company,  however,  went  to  one  son,  William 
Keller,  who  had  been  active  in  the  company  since  1934.  Mr.  William 
Keller  was  given  full  authority  in  Continental  Watchmakers.  He  was 
not  to  be  answerable  to  the  other  owners  even  in  questions  of  capital 

1  Copyright,  1958,  by  Institut  pour  l'Etude  des  Methodes  de  Direction  de  l'Entreprise 
(IMEDE ; ,  Lausanne,  Switzerland. 
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expenditures  and  distribution  or  retention  of  profits.  In  practice,  how- 
ever, Mr.  Keller  made  a  comprehensive  annual  report  of  the  com- 
pany's activities  and  its  financial  condition  to  the  other  members  of 
the  family.  Furthermore,  he  sought  their  accord  on  important  policy 
changes  and  on  major  capital  expenditures  like  additions  to  the  fac- 
tory. 

Mr.  William  Keller  had  been  particularly  trained  for  the  manage- 
ment of  Continental.  Following  his  secondary  education,  he  attended 
a  private  Swiss  commercial  college  and  thereafter  a  one-year  commer- 


Exhibit  1 

CONTINENTAL  WATCHMAKERS  COMPANY 
1958  Organization  Chart 
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*  Men's  ages  are  shown  in  parenthesis. 
Source:  Company  records. 


cial  and  technical  course  in  a  watchmaking  school  in  Geneva.  He  then 
worked  in  a  stockbroker's  office  in  London,  and  completed  his  training 
with  two  years  in  a  Swiss  bank.  In  1934,  at  the  age  of  26,  he  joined 
the  firm;  a  year  later,  as  already  stated,  he  became  sales  manager. 

Other  Executive  Personnel  Mr.  Keller  sketched  an  organization 
chart  (see  Exhibit  1)  which,  he  said,  represented  the  relationships  and 
responsibilities  within  the  company  since  he  became  president  in  1955. 
In  managerial  status  directly  below  Mr.  Keller  were  Messrs.  Wahl, 
Heinner,  and  Goebel. 

Mr.  Wahl,  administrative  manager,  had  joined  the  company  in  the 
1920's  after  spending  several  years  in  the  United  States  and  Europe 
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selling  and  promoting  the  product  of  another  Swiss  watchmaker.  In 
Continental  his  principal  duties  included  sales  correspondence  and  of- 
fice management.  Every  morning  he  discussed  the  mail  with  Mr. 
Keller,  and  together  they  decided  any  questions  or  problems  occasioned 
by  letters  from  individual  customers  or  sales  agents  throughout  the 
world.  With  his  seniority  over  the  other  two  managers  and  his  wide 
commercial  experience,  Mr.  Wahl  directed  the  company's  opera^ 
tions  whenever  rMc.  Keller  was  absent.  ^ 

Mr.  Heinner  had  been  technical  manager  since  coming  to  Conti- 
nental in  1937.  Prior  to  that  time,  he  had  worked  20  years  with  one 
of  the  highest-quality  watchmakers  in  Switzerland,  where  he  had  risen 
to  the  managership  of  its  ebauche  department.  He  had  found  it  neces- 
sary to  seek  another  job,  however,  when  that  company  decided  to  dis- 
continue making  its  own  movements.  In  Continental,  his  responsi- 
bilities included  the  design,  development,  manufacture,  and  assembly 
of  the  watches.  He  also  purchased  the  few  but  critical  movement 
parts  not  produced  in  the  factory. 

The  third  manager  was  Mr.  Goebel,  treasurer  and  chief  accountant. 
He  joined  the  company  in  1944  after  completing  commercial  ap- 
prenticeship2 and  several  years  of  study  at  a  commercial  college  for 
his  accountancy  certificate.  A  year  later,  the  former  head  accountant 
passed  away  and  Goebel  became  the  chief  financial  officer  of  the  com- 
pany. In  1955  he  was  promoted  to  manager  status. 

Below  the  manager  level  there  were  four  men  with  major  duties. 
Mr.  Grunner,  assistant  sales  manager,  was  responsible  to  Mr.  Wahl  but 
worked  as  Mr.  Keller's  assistant  in  style  selection,  advertising,  and 
sales  promotion.  He  traveled  extensively,  often  with  Mr.  Keller,  talk- 
ing with  Continental's  wholesalers  and  retailers  throughout  the  world. 
He  had  joined  the  company  in  1945  after  completing  commercial  ap- 
prenticeship and  job  training. 

2  For  several  years  in  Switzerland  an  Apprenticeship  Law  has  provided  for  definite 
periods  of  apprenticeship  in  many  crafts  and  occupations.  Administered  by  the  respective 
employees'  associations,  apprenticeship  training  normally  commences  when  the  youth  is  17 
or  18.  For  three  years  the  apprentice  is  assured  by  the  employer  of  job  rotation,  adequate 
supervision,  and  'certain  amounts  of  time  to  attend  occupational  schools.  Following  this 
training,  the  apprentice  must  pass  a  national  exam  in  his  occupation  (for  example,  the 
Swiss  Watchmakers  Test) .  Although* the  certificate  of  apprenticeship  and  successful  passing 
of  the  examination  are  not  prerequisites  for  future  employment,  it  is  to  the  employer's 
advantage  to  hire  such  men  since  their  preliminary  training  is  assured.  In  some  instances, 
particularly  with  commercial  men,  the  apprenticeship  is  followed  by  a  self-planned  pro- 
gram of  job  rotation.  This  actually  involves  changing  firms  to  obtain,  perhaps,  banking, 
investment,  and  selling  experience.  Frequently  such  positions  are  taken  in  foreign  countries 
to  provide  opportunity  to  learn  another  language  or  two. 
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Mr.  Frisch,  who  reported  to  Mr.  Heinner,  had  direct  supervision 
over  the  wheel  and  pinion  shop,  the  too!  department,  and  plant 
maintenance.  Considered  the  master  mechanic  in  the  company,  he 
knew  a  great  deal  about  making  special  dies,  jigs,  and  fixtures  for 
manufacturing  and  assembly  operations. 

Mr.  Knorr  was  Mr.  Heinner's  assistant  and  designer.  He  joined 
the  company  in  1947  after  being  graduated  as  a  watch  technician 
from  one  of  the  Swiss  watch  schools.  (The  five-year  technicians'  course 
is  a  two-year  extension  of  the  watchmakers'  course — the  two  years 
giving  greater  concentration  on  watch  theory  and  design.)  Assisting 
Mr.  Knorr  was  a  draftsman  for  detailing. 

The  fourth  man  in  this  group,  Mr.  Wagner,  headed  a  small  staff 
which  purchased  cases,  dials,  and  hands. 

Decision  Making  and  Policy  Determination.  Mr.  Keller  explained 
that  the  employment  contract  with  each  of  the  managers  specified 
their  broad  areas  of  responsibility  and  authority,  but  that  the  precise 
definition  of  activity  and  decision  making  had  developed  among  the 
top  men  through  years  of  mutual  understanding  and  co-operation.  He 
said,  "It  is  not  too  difficult  in  a  company  of  this  size  for  me  to  keep 
up  with  the  situation  by  reading  incoming  and  outgoing  mail  and  talk- 
ing daily  with  my  top  people.  The  general  policy  lines  are  pretty  well 
understood  by  these  people,  and  no  one  takes  self-interested  advan- 
tage of  the  general  nature  of  these  policy  lines." 

In  addition  to  daily^  contact,  Mr.  Keller  often  called  meetings  of 
two  or  more  of  the  top  men  as  problems  arose.  At  least  once  per  month, 
there  was  a  formal  meeting  between  Keller,  his  three  managers', 
and  often,  Mr.  Grunner.  Preceding  this  meeting,  Mr.  Goebel  contacted 
each  person  and  prepared  an  agenda  of  all  topics  to  be  presented. 
Mr.  Keller  said  that  the  purpose  of  the  monthly  and  supplementary 
meetings  was  to  acquaint  each  manager  with  current  company  prob- 
lems in  all  areas,  to  insure  top-level  co-ordination,  and  to  give  him 
the  considered  opinions  of  each  of  his  managers.  Hr  rmphajLjul, 
ho^^j±Lat^^  we^ 

made-kH*«^^  anxious 
to  hear  the  opinion  of  his  top  men,  but  he  felt  the  responsibility  for 
the  major  decisions  was  his.  He  said  that  his  managers  were  fully 
competent  in  making  decisions  in  their  areas  within  the  broad  policy 
lines,  and  only  occasionally  did  they  come  to  him  with  operating  de- 
cisions which  they  hesitated  to  make. 

Each  summer  when  the  factory  closed  for  two  weeks'  vacation,  Mr. 
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Keller  and  two  secretaries  staffed  the  office.  During  this  period,  Mr. 
Keller  answered  all  mail  and  telephone  inquiries,  sent  out  spare  parts, 
dispatched  watches  to  agents,  and  sent  pamphlets  to  retailers.  He  said, 
"Those  two  weeks  are  great  fun  for  me,  and  they  permit  me  to  keep 
in  touch  with  all  the  commercial  operations  I  performed  in  my  early 
years  here.  By  doing  this  job  each  year,  I  can  see  if  these  things  are 
getting  too  complicated." 

THE  PRODUCT 

Two  goals  had  guided  the  product  development  and  manufacturing 
policies  of  Continental  Watchmakers  since  its  beginning.  The  first 
goal  was  to  produce  a  watch  of  highest  and  most  enduring  timekeep- 
ing quality.  The  second  was  not  to  make  an  "ultraexclusive"  watch 
but  rather  to  aim  for  a  somewhat  wider  market  which  existed  just 
below  the  limited  group  willing  to  pay  for  '  exclusiveness."  Through 
the  years  the  Keller  family  had  felt  that  successful  attainment  of  the 
second  goal  would  result  in  volume  sufficient  to  permit  manufacturing 
economies  and  to  reduce  overhead  allocation  per  watch.  These  factors 
would,  in  turn,  allow  Continental  to  produce  watches  with  precision 
comparable  to,  but  unit  costs  appreciably  less  than,  those  of  the  ex- 
clusive watchmakers.  In  commenting  on  these  objectives,  Mr.  Keller 
said: 

"We  feel  our  watch  lies  between  two  distinct  groups.  At  the  top  oi 
the  quality  watch  names  are  four  or  five  relatively  small  firms  making 
the  exceptional  quality,  exclusive'  watches.  Patek  Philippe,  with  an- 
nual sales  of  10,000-15,000  watches,  is  the  largest  and  best  known 
of  this  group.  We  admit  that  we  are  below  this  exclusive  class,  but 
we  think  we  lie  ahead  of  a  group  of  five  to  ten  high-quality  makers, 
many  of  which  have  high-volume  operations  exceeding  100,000 
watches  per  year.  Foremost  among  these  are  respected  names  like 
Omega  and  Rolex  which  have  had  marked  success  since  the  war." 

In  further  comparisons  with  watches  in  both  groups,  Mr.  Keller 
and  Mr.  Knorr  pointed  out  that  Continental  built  into  its  product  both 
precision  and  long  life  through  use  of  quality  materials,  strict  inspec- 
tion specifications,  and  careful  assembly  and  regulation.  In  addition, 
the  company  took  special  efforts  to  make  the  movement  attractive  by 
extra  finishing,  and  to  include  easy  repairability  in  its  basic  design. 
Repairability,  Mr.  Keller  felt,  was  especially  important  in  creating 
enthusiastic  acceptance  by  the  retailers,  most  of  whom  were  watch- 
makers themselves. 

Mr.  Keller  and  Mr.  Grunner  estimated  that  the  company  had  about 
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350  "executions"'  in  its  current  line.  These  executions  came  from 
approximately  150  types  of  cases,  including  many  fancy  bracelet 
types  which  had  extremely  small  volume,  and  100  types  of  dials. 
Many  of  the  cases,  particularly  the  men's,  took  several  types  of  dials. 
Over  95%  of  these  executions  were  built  from  Continental's  seven 
calibers.4  These  seven  are  shown  below  with  the  number  of  pieces 
sold  in  1958: 


Caliber  Number 


16.. 
18.. 
23.. 
34.. 
34*. 


63. 
67. 


Man's  regular  with  sweep  secondhand 
Man's  regular  with  small  secondhand 
Man's  extra-thin,  sweep  secondhand 
Man's  automatic,  sweep  secondhand 
Man's  automatic  calendar,  sweep  sec- 
ond hand  (many .  parts  in  common 
with  34) 
Lady's  regular 
Lady's  petite 

Others,  including  three  long-established  pocket  watch  calibers 


Total 


Units— 1958 


29,326 
1,534 
3,732 

18,642 
4,240 


8,042 
3,444 


69,940 


Variations  in  size  and  style  of  cases  and  dials  and  in  the  choice  be- 
tween stainless  steel,  gold,  and  jeweled  cases  accounted  for  the  di- 
versity of  models  using  common  calibers.  Mr.  Keller  said  that  the 
tendency  to  increase  the  numbers  of  executions  had  to  be  analyzed 
constantly  in  order  to  balance  the  promotional  benefits  against  inven- 
tory costs  and  style  obsolescence  risks. 

In  recent  years,  between  50%  and  60%  of  Continental  watches 
were  in  stainless  steel  cases.  The  remainder,  except  for  a  small  frac- 
tion in  jeweled  or  platinum  cases,  were  encased  in  gold. 

According  to  standards  of  taste  current  in  the  industry,  Continental 
watches  were  simply  but  elegantly  styled.  "Mr.  Grunner  and  I  make 
the  final  selection  of  style,"  said  Mr.  Keller,  'giving  some  thought  to 
customers'  desires,  but  relying  heavily  on  our  personal  tastes.  From 
time  to  time  we  check  with  the  wholesalers  and  retailers  if  we  get  a 
chance."  He  added  that  recently  there  had  been  remarks  from  several 
of  their  agents  suggesting  that  some  of  the  older  models  "had  been 
around  quite  a  long  time."  He  expected  that  a  number  of  these  would 

6  An  "execution"  specifies  movement,  case,  and  dial.  In  the  watch  trade,  a  "model" 
is  usually  specified  by  movement  and  case  but  can  have  several  executions  depending  on 
dial  type.  & 

4  "Caliber"  is  the  designation  given  to  a  specific  movement  design. 
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be  changed  in  1959  since  both  he  and  Mr.  Grunner  had  picked  up 
some  ideas  on  styling  in  their  recent  travels.  Mr.  Grunner  said  that 
occasionally  when  he  and  Mr.  Keller  did  not  agree  on  two  alternative 
cases  or  dials  for  a  new  model,  both  would  be  tried.  Both  men  said 
that  attempt  was  made  to  discontinue  slow-moving  models,  with  the 
result  that  the  total  figure  of  3  50  executions  had  been  about  the  same 
for  many  years. 

Mr.  Keller  said  that  Continental's  extra-thin  watch  was  not  as  thin 
as  many  currently  on  the  market.  "Primarily,"  he  explained,  "We 
want  a  watch  that  will  keep  accurate  time,  and  we  feel  that  very  thin 
watches  lack  sufficient  durability  to  keep  their  precision  timekeep- 
ing qualities." 

Continental  also  made  six  pocket-watch  models  of  exceptional 
quality  from  three  old  calibers.  In  recent  years,  sales  of  these  models 
had  declined  and  their  manufacture  was  profitable  only  because  of 
the  margin  on  the  gold  cases.  The  company  continued  to  produce 
these  watches,  although  it  recognized  that  they  were  primarily  good- 
will and  prestige  items. 

The  company  did  not  send  any  of  its  watches  for  chronometer  certifi- 
cation by  the  Swiss  Watch  Testing  Bureau  unless  specifically  requested 
to  do  so  by  a  customer.  Mr.  Keller  said  that  this  policy  was  adopted 
for  three  reasons.  In  the  first  place,  official  testing  would  not  prove 
anything  that  the  company  did  not  already  know  about  its  watches. 
The  extended  time  tests  conducted  by  the  company  satisfied  the  man- 
agement that  each  watch  met,  and  in  most  cases  surpassed,  chronometer 
specifications.5  Secondly,  he  felt  that  the  certificate  held  no  particular 
distinction  because  even  an  inexpensive  watch,  if  carefully  adjusted, 
would  stand  a  very  good  chance  of  passing  the  tests.  Furthermore 
the  certificate  referred,  of  course,  only  to  the  test  period  and  gave 
no  assurance  that  the  watch  would  maintain  its  accuracy  over  the 
period  of  its  life.  He  said  that  most  of  the  highest-quality  makers, 
Patek  Philippe  for  instance,  did  not  have  their  watches  certified.  The 
third  reason  he  cited  was  that  the  certificate  indicated  the  date  of 
testing  and  thus  the  approximate  date  of  manufacture.  From  a  mar- 
keting standpoint,  such  disclosure  was  unwise  lest  the  prospective 

5  Mr.  Heinner  said  that  the  company's  specifications  for  its  men's  wrist  watches  in 
extended  time  tests  in  five  positions  were  as  follows:  (1)  each  position,  0  to  +12 
■econds  in  24  hours;  (2)  difference  between  two  extreme  values  no  more  than  10 
seconds-  and  (3)  average  of  daily  variation  in  five  positions,  0  to  +5  seconds.  Pocket 
watches'  were  held  to  closer  limits,  and  women's  watches  had  greater  limits.  Variations 
could  only  be  positive  (fast  running)  on  the  premise  that  stiffening  of  oil  with  age  tends 
to  slow  the  watch  slightly. 
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customer  rebel  at  buying  a  watch  that  had  been  out  of  the  factory 
several  months.  Mr.  Keller  acknowledged  that  one  major  watch  com- 
pany had  circumvented  this  objection  by  not  issuing  the  original 
chronometer  certificate.  Rather,  it  issued  a  small  company  certificate 
saying  the  watch  was  a  certified  chronometer  and  that  the  owner  could 
receive  the  official  test  certificate  upon  request. 

MANUFACTURING 

The  company  had  remained  through  the  years  at  its  original  site 
in  Olten,  Switzerland,  where  it  was  by  no  means  the  only  industry,  but 
certainly  a  major  employer  of  skilled  labor  in  the  area.  Continental 
was  the  only  watchmaker  in  Olten,  and  one  of  the  two  or  three  highest- 
quality  makers  not  located  in  French-speaking  Switzerland.  The  fac- 
tory, which  was  60  years  old,  had  been  designed  with  separate  wings 
and  high-windowed  rooms  such  that  natural  lighting  was  sufficient,  on 
most  days,  to  conduct  all  but  the  most  intricate  operations.  Although 
the  work  was  not  crowded,  the  company  decided  in  1957  to  build  a 
new  wing  for  future  expansion. 

Continental  was  one  of  about  50  Swiss  watchmaking  companies  with 
its  own  parts  factory  wherein  it  made  all  its  own  movement  parts 
except  springs,  jewels,  balance  wheels,  escapement  wheels,  and  anchor 
forks.  Mr.  Keller  and  Mr.  Heinner  said  that  the  company  preferred 
to  make  its  own  parts  for  two  reasons.  In  the  first  place,  the  key  to 
producing  a  precision  watch  lay  primarily  in  the  quality  of  the  parts, 
and  these  men  considered  it  more  economical  to  make  high-quality 
parts  from  the  beginning  rather  than  buy  parts  and  perform  the  sup- 
plementary finishing  operations  and  inspections  to  bring  them  up  to 
specifications  acceptable  to  the  company.  Secondly,  there  was  a  pres- 
tige value  in  making  one's  own  movement,  since  it  would  have  been 
impossible  to  convince  retailers  that  Continental  had  an  exceptionally 
fine  watch  if  it  incorporated  a  "trust"  ebauche?  The  company  policy 
on  making  its  own  parts  was  not  rigid,  however.  For  instance,  many 
years  ago,  it  made  its  own  escapement  wheels  and  anchor  forks  but 
changed  to  purchasing  these  items  when  a  supplier  became  able  to 
make  them  with  equal  quality  for  less  cost.  In  recent  years,  Continental 
purchased  a  few  types  of  pinions  because  it  did  not  have  capacity 
to  make  them.  With  the  opening  of  the  new  wing,  however,  Mr. 
Keller  said  that  the  company  would  have  room  to  install  necessary 

6  "Trust"  ebauche  refers  to  any  of  the  several  ebauche  calibers  made  by  Ebauches  S  A 
a  large  incorporated  organization  which  made  plates,  bridges,  wheels,  and  pinions  to  supply 
the  several  hundred  assemblers  who  did  not  have  parts  manufacturing  facilities 
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tools  and  might  recommence  making  these  pinions  if  it  proved  eco- 
nomical. 

Continental  purchased  only  the  highest-quality  materials.  It  ordered 
only  jewels  of  type  "A-superior"  quality,  highest-precision  balance 
wheels  and  escapements,  and  top-quality,  nonmagnetic  mainsprings 
and  hairsprings.  In  all  its  calibers,  the  company  used  inca-bloc  pivot 
jewels  for  the  balance  wheel  shaft.  (Inca-bloc  was  a  patented,  twin- 
jeweled  arrangement  which  greatly  increased  the  watch's  resistance  to 
shock  damage.) 

The  company  had  pursued  a  program  of  mechanization  and  mod- 
ernization which  had  resulted  in  doubling  production  since  1947  with 
less  than  a  50%  increase  in  the  number  of  workers  and  employees. 

Parts  Manufacture.  Except  for  the  few  purchased  parts  men- 
tioned above,  the  company  manufactured  all  parts — in  number  about 
120  for  its  standard  calibers  and  150  for  the  automatic  calendar.  Two 
departments  performed  the  manufacturing  operations:  the  wheel, 
pinion,  and  screw  department,  and  the  ebauche  department  where  the 
plate  and  bridges  were  made.  Parts  were  processed  in  series  of  1,200 
(normally,  1,400  were  started  in  each  series  to  arrive  at  approximately 
1,200  after  rejections).  In  the  pocket-watch  calibers,  a  series  of  parts 
manufacture  might  be  run  only  once  in  five  years.  The  average-volume 
calibers  were  run  in  double  series,  and  the  high-volume  calibers  were 
often  run  in  groups  of  three  or  four  series.  One  company  official  ex- 
plained that  the  size  of  the  series  was  historical  and,  as  far  as  he  knew, 
was  tied  neither  to  the  life  of  cutting  tools  nor  to  economic  lot-size 
computations. 

Mr.  Heinner  said  that  the  company  produced  parts  superior  to  those 
of  other  firms  because  of  a  number  of  factors.  He  itemized  these  as 
follows: 

1.  The  company  bought  only  the  highest-quality  raw  materials,  tools,  and 
oils;  and  it  continually  tested  all  metals  and  oils  used  in  the  manufacture 
and  assembly. 

2.  The  company  used  additional  trim  punching  and  grinding  operations  to 
bring  the  plate,  bridges,  and  wheels  to  closer  tolerances  and  to  bevel  all 
cornered  edges  for  added  protection  against  nicking. 

3.  All  holes  in  the  plate  and  bridges  were  located  within  tolerances  of 
±2/1,000  of  a  millimeter,  which  was  several  times  the  precision  of  an  in- 
expensive plate. 

4.  The  company  performed  the  drilling,  reaming,  and  hole  beveling  or 
threading  on  the  plates  and  bridges  in  more  separate  operations  in  order 
to  maintain  closer  control  on  tolerances.  "There  are  machines  which  can 
do  more  of  these  plate  operations  at  one  time,  but  we  feel  that  some 
precision  would  be  lost." 
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5.  Final  polishing  of  the  ends  of  the  pinions  which  fit  into  pivot  jewels  was 
a  hand-controlled  operation  requiring  great  skill.  Each  pinion  end  was 
polished  and  held  to  a  tolerance  of  ±1.5/1,000  of  a  millimeter  to  mini- 
mize looseness. 

6.  The  company  plated  with  nickel  or  gold  all  parts  except  certain  steel 
pinions.  All  wheels  were  plated  before  the  teeth  were  cut  in  order  that 
meshing  surfaces  of  wheel  and  pinion  teeth  would  not  have  plating  on 
them,  since  occasionally,  plating  had  been  known  to  peal  off  meshing 
surfaces,  producing  minute  flakes  which  might  enter  and  produce  friction 
in  the  delicate  pivot  points. 

7.  Many  more  inspections  with  stricter  standards  of  acceptance  were  per- 
formed at  Continental.  Rejections  ran  as  high  as  30%  for  the  most  critical 
parts  such  as  pinions  and  wheels.  Testing  started  with  critical  inspection  of 
the  first  few  parts  from  a  new  machine  setup  by  means  of  magnifying 
projectors  and  greatly  enlarged  templates.  These  were  followed  by  periodic 
comparison  on  the  magnifiers  which  enabled  determination  of  tool  wear. 
Many  of  the  workers  had  gauges  or  magnifying  eyepieces  at  their  work- 
place which  enabled  them  to  measure  or  visually  check  pieces  during 
critical  operations.  Finally,  all  critical  parts  were  given  a  100%  inspec- 
tion as  they  were  checked  into  finished  parts  storage.  Such  inspection  in- 
cluded measurement  of  critical  dimensions  and  magnified  visual  inspection 
of  gear  contact  or  pivot  bearing  surfaces.  Similar  inspection  was  applied 
to  purchased  parts.  The  manager  said  that,  with  rare  exceptions,  control 
of  all  parts  was  such  that  subsequent  assembly  operations  were  not  dis- 
rupted because  of  imperfections.  Since  the  foremen  of  the  manufacturing 
departments  were  held  responsible  for  quality,  the  interoperational  inspec- 
tors reported  to  them.  The  final  inspection,  as  the  parts  entered  the  parts 
stock  room,  was  performed  by  a  team  of  ten  inspectors  who  were  responsi- 
ble directly  to  Mr.  Heinner.  Specifications  on  tolerances  were  established 
by  Mr.  Heinner  during  the  design  stages  of  a  caliber's  development. 

In  summary,  Mr.  Heinner  said  that  the  total  effect  of  a  number 
of  minor  extra  operations  and  high  standards  of  acceptability  ac- 
counted for  Continental's  superior  parts.  Assembly  and  regulation  were 
of  highest  importance  too,  but  the  company  felt  a  high-quality  watch 
could  be  no  better  than  the  quality  of  its  parts. 

Assembly.  Continental  grouped  its  assembly  operations  into  five 
basic  steps  and  several  subassembly  operations.  These  were  as  fol- 
lows: 

L  Set  main  wheels  and  escapement  wheel  and  their  respective  bridges  into 
the  plate. 

2.  Install  winding  and  setting  mechanism.  (Fitting  the  mainspring  into  its 
drum  was  a  subassembly  preceding  step  2.) 

3.  Install  the  balance  wheel-hairspring  group  and  anchor  fork  and  make 
necessary  adjustments  to  insure  perfect  contact  between  anchor  fork  jewels 
and  escapement  wheel  points.  (The  important  step  of  adjusting  the  bal- 
ance wheel-hairspring  unit  to  perfect  balance  and  oscillating  frequency 
was  a  suboperation  preceding  step  3.) 
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4.  Testing  and  regulating.  The  movements  were  fitted  with  dummy  cases, 
dials,  and  hands  for  the  five-day  tests.  About  20%  of  the  watches  failed  to 
pass  the  timekeeping  test,  and  thus  were  given  to  the  regulators  who  had 
to  analyze  the  difficulty  and  correct  it.  In  most  cases,  the  correction  was 
accomplished  by  slightly  changing  the  shape  of  the  hairspring  spiral  or 
adjusting  the  balance  of  the  balance  wheel.  In  any  event,  partial  disassem- 
bly of  the  movement  was  necessary.  Regulation  within  Continental's  speci- 
fications required  the  highest  skills  in  watchmaking,  and  Mr.  Heinner  esti- 
mated an  average  of  about  four  hours  for  each  watch  requiring  regulation. 
Except  for  the  most  minor  final  adjustment,  the  regulators  avoided  moving 
the  adjustment  lever  (racquet)  in  order  that  the  watch  might  leave  the 
factory  with  the  lever  in  a  centered  position.  Mr.  Heinner  felt  that  retailers 
placed  significance  upon  the  fact  that  in  the  beginning  a  watch  kept  per- 
fect time  without  resorting  to  moving  the  racquet  off  dead  center.  Some 
watches,  on  a  sampling  basis,  were  tested  for  two  additional  days  for  stabil- 
ity under  temperature,  one  day  at  2°C.  and  one  at  32°  C,  for  which 
official  chronometer  specifications  were  applied.  Vibrograph  tests  were 
also  used  to  assist  in  regulation  of  the  movement. 

5.  The  final  step  was  placing  of  the  movement  in  its  case  and  attaching  the 
dial  and  hands. 

In  assembly  as  in  manufacture,  the  company  incorporated  a  num- 
ber of  small  but  important  extra  operations  to  achieve  precision  and 
durability  in  its  watches.  These  extras,  plus  the  use  of  superior  parts, 
and  the  emphasis  on  quality  of  assembly  and  regulation  resulted, 
thought  Mr.  Keller,  in  Continental's  supreme-quality  product. 

Mr.  Heinner  summarized  his  remarks  about  manufacturing  policy 
by  saying,  "Our  primary  goal  in  manufacturing  is  ever-improving  qual- 
ity. We  have  set  no  upper  limit  on  enduring  timekeeping  quality.  We 
are  not  like  many  companies  who  seek  to  produce  within  a  certain 
quality  range  consistent  with  their  marketing  objectives.  Our  second 
goal  is  to  achieve  increasing  quality  while  holding  or  even  reducing 
manufacturing  costs  through  increased  mechanization  and  improved 
design." 

Industrial  Engineering.  Continental  employed  no  industrial  engi- 
neer; rather  the  typical  production  staff  jobs  were  distributed  among 
line  personnel.  Work  methods,  for  instance,  were  determined  pri- 
marily by  the  individual  worker  with  instruction  from  his  foreman. 
Mr.  Frisch  was  helpful  in  creating  special  jigs  for  assembly  work  or 
feeding  attachments  for  the  machine  tools.  When  machines  were 
moved,  Frisch  and  Knorr  assisted  the  technical  manager  in  devising 
the  new  layout.  At  the  beginning  of  each  year,  Mr.  Heinner  submitted 
to  Mr.  Keller  a  proposal  for  new  factory  equipment  and  replace- 
ments. The  two  men  discussed  each  item  on  the  list,  and  Mr.  Keller 
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relied  heavily  on  Heinner's  estimates  on  cost  savings  and  quality  im- 
provements offered  by  the  proposed  machine.  Mr.  Keller  said  that  he 
was  interested  in  tangible  cost  savings  but  that  no  formal  return-on- 
investment  criteria  were_app4ied.  If  major  unforeseen  capital  expendi- 
tures arose- during  the  year,  Mr.  Heinner  would  always  clear  those 
with  Mr.  Keller.  The  annual  estimate,  however,  contained  some  re- 
serve for  small  extra  things  which  Heinner  could  spend  freely  as  the 
need  occurred.  During  Mr.  Keller's  promotional  tour  in  1957,  for 
example,  he  gave  Mr.  Heinner  permission  to  spend  up  to  100,000 
francs  on  items  for  the  factory  that  might  be  needed  during  his  ab- 
sence. Mr.  Keller  said  that  he  respected  Mr.  Heinner's  judgment  on 
factory  equipment  matters,  for  he  had  shown  inclination  to  proceed 
with  cost-saving  mechanization  without  the  sacrifice  of  quality  output. 

Forecasting,  Planning,  and  Scheduling.  In  forecasting,  planning, 
and  scheduling,  the  company  made  the  obvious  distinction  between 
movement  calibers  and  final  executions.  Up  to  the  stage  when  the 
movement  was  placed  in  its  final  case,  scheduling  of  purchasing  and 
production  dealt  with  only  seven  major  calibers  and  three  minor  ones. 
When  the  executions  were  scheduled,  it  became  necessary  to  deal  with 
150  cases  and  100  dials.  The  second  problem  had  been  complicated 
between  1954  and  1957  by  the  fact  that  suppliers  of  cases  and  dials 
demanded  from  12  to  16  months  for  delivery.  By  late  1958,  delivery 
for  these  items  was  down  to  four  to  six  months. 

Mr.  Keller  prepared  the  annual  program  for  the  manufacture  and 
assembly  of  the  seven  regular  calibers  plus  miscellaneous  ones.  The 
number  of  units  specified  in  each  caliber  was  approximately  equal  to 
the  number  of  that  caliber  sold  during  the  previous  year,  except  that 
corrections  were  made  for  estimated  shifts  in  demand  because  of 
such  factors  as:  a  new  Continental  caliber  being  offered,  trend  analysis 
both  for  particular  calibers  and  within  major  markets,  and  immediate 
demand  as  reflected  by  firm  orders  on  hand  at  the  beginning  of  the 
year.  Mr.  Keller  felt  that  the  end  result  would  be  no  more  satisfactory 
if  he  requested  sales  estimates  from  Continental's  wholesalers 
throughout  the  world,  and  it  would  certainly  require  a  great  deal 
more  effort.  In  1958  Mr.  Keller  estimated  sales  of  80,800  pieces  based 
on  1957  sales  of  77,000  pieces.  Actual  1958  sales  amounted  to  70,- 
000  pieces. 

At  the  beginning  of  each  year  Mr.  Keller  gave  to  Mr.  Heinner  the 
total  estimated  number  of  pieces  in  each  of  the  seven  calibers.  It  was 
then  Mr.  Heinner's  job  to  split  these  into  manufacturing  series  repre- 
senting an  even  load  on  the  facilities  each  month  during  the  year  and 
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to  schedule  purchase  of  parts  in  accord  with  the  suppliers'  current 
lead  times.  Similarly,  he  split  the  annual  program  into  segments  rep- 
resenting a  uniform  load  on  the  assembly  department.  If  after  six 
months,  sales  did  not  materialize  as  anticipated,  Mr.  Keller  might 
amend  the  program  and  instruct  Mr.  Heinner  to  increase  or  decrease 
certain  calibers  by  one  or  two  manufacturing  series  during  the  re- 
mainder of  the  year. 

Continental's  parts  manufacturing  time  averaged  four  to  five 
months.  It  had  about  six  months'  stock  of  manufactured  parts  ready 
for  assembly,  with  some  of  the  purchased  parts,  such  as  balance  wheels, 
running  up  to  eight  months  because  of  the  lead  time  required  by  the 
suppliers. 

Assembly  did  not  follow  the  same  system  of  series  of  1,200;  rather, 
the  stock  room  released  parts  for  batches  of  10  to  30  pieces  at  a  time. 
The  foreman  of  the  assembly  room  called  each  day  for  a  number  of 
these  batches,  keeping  in  mind  the  monthly  quota  for  each  caliber 
( as  determined  above )  and  the  daily  needs  of  the  assembly  work  force. 
This  final  factor  was  very  important  since  there  were  assemblers 
specialized  in  each  caliber,  and  it  was  necessary  to  keep  them  busy 
even  if  it  resulted  in  temporary  deviations  from  the  monthly  quotas. 
Furthermore,  since  the  company's  finished  inventory  was  often  as  low 
as  one  or  two  weeks'  shipments,  due  to  the  sales  boom  in  recent  years, 
the  foreman  often  had  to  expedite  certain  calibers  to  meet  current 
sales  orders.  Mr.  Heinner  received  a  daily  report  on  the  number  of 
assembled  movements  completed  and  received  back  into  the  stockroom 

Putting  the  movements  into  cases  and  attaching  the  dials  did  not 
follow  an  annual  program  similar  to  manufacture  and  assembly  of  the 
movements.  Scheduling  of  these  final  operations  was  performed  by 
Mr.  Wagner  according  to  current  sales  orders  and  the  status  of  finished 
inventory.  Since  the  latter  had  been  as  low  as  one  or  two  weeks'  ship- 
ments since  1954,  Mr.  Wagner's  orders  to  make  up  final  executions 
followed  sales  demand  very  closely.  Since  movement  assembly  was 
largely  determined  by  the  annual  program  plus  labor  force  considera- 
tions, and  casing  and  dialing  operations  followed  sales  demand,  the 
company  found  it  necessary  to  maintain  a  certain  buffer  stock  of 
assembled  but  uncased  movements.  These  movements  were  kept  in 
dustproof  boxes,  ready  for  casing.  The  size  of  this  buffer  stock  in  each 
caliber  gave  indication  to  the  assembly  foreman  that  he  should  shift 
his  assembly  efforts. 

Mr.  Keller  said  that  the  most  costly  scheduling  problem  involved 
cases  and  dials.  Because  it  was  impossible  to  estimate  demand  for  par- 
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ticuJar  executions  as  far  in  advance  as  the  suppliers'  lead  time,  the 
company  was  forced  to  carry  expensive  inventories  in  these  items. 
Based  on  sales  by  model  for  the  preceding  year,  Mr.  Keller  attempted 
to  estimate  demand  for  the  major  cases  and  dials  in  order  that  Mr. 
Wagner  could  schedule  some  of  these  purchases.  For  the  remainder, 
however,  large  stocks  relative  to  demand  were  necessary  to  cover  the 
company  while  replacement  orders  were  made.  Year-end  inventories 
of  cases  in  1957  and  1958  exceeded  50,000  pieces,  and  Mr.  Keller 
estimated  that  the  company  had  on  hand  nearly  a  two-year  supply  of 
dials  in  December,  1958.  He  said  that  these  inventories  had  been 
necessary  up  to  six  or  eight  months  ago  because  of  suppliers'  lead 
times,  but  he  hoped  to  be  able  to  reduce  them  somewhat  now  that  he 
could  get  faster  delivery.  He  and  Mr.  Grunner  said  that  although  the 
number  of  executions  had  some  effect  on  these  inventories,  if  the 
company  reduced  the  types  of  cases  and  dials  by  50%  it  would  effect 
only  a  20%  reduction  in  the  number  of  cases  and  dials  in  inventory. 
The  reason  for  this  was  that  the  bulk  of  the  inventory  comprised  large 
numbers  of  the  fast  moving  cases  and  dials. 

Mr.  Goebel  said  that  the  value  of  Continental's  total  inventory  usu- 
ally ran  from  60%-70%  of  annual  sales,  and  that  such  an  inventory 
figure  was  average  or  even  lower  than  that  of  Swiss  watch  firms  with 
which  he  was  acquainted.  He  said  that  the  breakdown  of  the  late 
1958  inventory  was  typical  of  the  company's  inventories  for  the  past 
few  years.  It  was  as  follows: 

1.  Raw  material  for  movement  parts,  and  parts-in-process  (valued  at 
full  material  cost  plus  labor  and  overhead  already  applied  by  each 
Parts  lot)  12% 

2.  Finished  movement  parts  in  stock,  purchased  or  manufactured ...  .14 

3.  Cases,  dials,  and  hands  in  stock  50 

4.  Movement  parts  and  cases,  dials,  and  hands  in  assembly  and  in  fin- 
ished goods  (including  assembly  labor  and  overhead)  24% 

In  commenting  on  his  operations,  Mr.  Keller  said  that  one  of  the 
current  needs  of  the  Swiss  watch  industry  was  revision  of  certain  of 
the  industry  agreements.  He  felt  that  the  agreements  and  laws  secured 
by  the  industry  associations  in  the  depression  had  saved  the  industry 
in  those  difficult  years  and  had  resulted  in  advantages  both  for  the  in- 
dustry and  for  Continental  over  the  past  25  years.  "However,"  he 
added,  "the  purchase  restrictions  need  readjustment  for  today's  condi- 
tions. Foreign  manufacturers,  particularly  German,  produce  parts  at 
substantially  lower  cost  than  the  Swiss  makers.  This  has  been  the  re- 
sult of  restriction  of  competition  within  certain  segments  of  the  in- 
dustry and  price  protection  won  by  the  inefficient  producers.  Why, 
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even  now,  many  of  the  case  and  dial  makers  admit  that  they  could 
sell  their  products  for  15%-20%  less  and  still  make  a  nice  profit." 

Work  Force.  Seventy  per  cent  of  the  factory  laborers  were  women, 
most  of  whom  were  machine  tenders,  parts  inspectors,  and  subas- 
semblers.  Men  held  most  of  the  more  skilled  jobs  in  toolmaking,  as- 
sembling, and  regulating.  Except  for  clerical  and  quality-control  staff, 
most  of  the  workers  in  parts  manufacturing  were  on  a  piece  rate,  as 
was  generally  the  case  throughout  the  industry.  Mr.  Knorr  observed 
that,  despite  the  incentive,  the  workers  produced  at  a  "normal"  and 
consistent  output  and  maintained  the  high-quality  standards.  Many  of 
the  operations  were  machine-controlled  and  allowed  very  little  varia- 
tion in  production  except  through  faster  loading  by  the  worker.  The 
assemblers  and  subassemblers  were  on  straight  wages,  and  the  regula- 
tors were  salaried. 

The  hourly  workers  belonged  to  the  Swiss  Labor  Organization  for 
Metal  and  Watch  Industries.  There  was  no  union  representative  in 
the  factory,  and  the  infrequent  complaints  that  arose  came  in  the  form 
of  a  letter  from  the  union.  The  union  and  the  Association  of  Swiss 
Watchmakers  (FH)  negotiated  wages  and  established  minimum 
wages  by  region,  depending  on  variations  in  cost  of  living,  the  age 
of  the  worker,  and  the  skill  requirements  which  put  the  job  into  one 
of  more  than  15  wage  categories  in  the  industry.  Mr.  Keller  said 
that  the  company  paid  well  above  the  minimum,  but  somewhat  below 
the  rates  paid  in  the  Bienne,  Neuchatel,  and  Geneva  watch  industry 
centers.  For  this  reason,  the  company  occasionally  found  it  difficult  to 
hire  specialists  needed  for  quality  operations. 

A  main  problem,  in  the  opinion  of  the  president,  was  training  per- 
sonnel for  assembling  and  regulating.  "Because  of  our  quality  stand- 
ards," said  Mr.  Keller,  "it  takes  a  long  period  of  training  and  close 
supervision  before  a  worker  becomes  effective.  For  instance,  an  ex- 
perienced assembler  from  a  lower-quality  factory  takes  four  to  six 
months  to  adapt  to  our  operation.  Regulators  are  the  real  problem, 
however.  Only  a  small  fraction  of  those  workers  who  start  have  the 
ability  to  become  quality  regulators,  and  even  then,  it  takes  four  to  six 
years  for  one  to  learn  all  the  assembly  operations  and  to  develop 
the  supreme  skills  for  regulation.  Even  if  we  hire  a  fully  experienced 
assembler  from  a  factory  producing  lower-quality  watches  than  ours, 
it  takes  a  minimum  of  two  years  to  train  him  to  regulate  our  watches." 

He  further  explained  that  the  center  of  the  highest-quality  watch- 
making was  Geneva,  and  that  it  was  virtually  impossible  to  induce 
assemblers  and  regulators  experienced  in  top-quality  watches  to  move 
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away  from  French-speaking  Switzerland.  For  this  reason,  Continental 
devoted  considerable  attention  to  developing  its  own  quality  workmen. 
The  company  thoroughly  tested  each  applicant  for  intelligence,  manual 
skill,  concentration,  eyesight  and  perception,  and  analytical  aptitude. 
Training  started  with  apprenticeship  followed  by  moving  the  worker 
upward  through  increasingly  difficult  tasks  until  he  reached  the  limit 
of  his  capacity.  In  late  1958  there  were  over  30  apprentices  working 
in  the  factory.  In  addition  to  job  training,  the  apprentices  attended 
evening  classes  conducted  by  one  of  the  older  workers  on  mechanics, 
mathematics,  and  the  theory  of  watchmaking  and  design.  This  com- 
bination of  factory  apprenticeship  and  classes  served  in  lieu  of  sending 
the  young  worker  to  one  of  the  watchmaking  schools  operated  by  the 
industry,  and  it  prepared  the  worker  for  the  federal  examination  re- 
quired of  all  watchworkers  at  the  conclusion  of  their  apprenticeship 
or  school  training. 

The  Lausanne  Factory.  The  company's  second  policy  to  alleviate 
the  shortage  of  high-quality,  experienced  assemblers  and  regulators 
was  the  establishment  in  1947  of  a  small  assembly  plant  in  Lausanne, 
near  Geneva.  Lausanne  is  a  large  city,  and  the  management  reasoned 
that  the  company  would  be  able  to  attract  a  few  experienced  men  to 
Lausanne  who  would  not  be  willing  to  move  to  Olten.  Starting  with 
a  superintendent  and  ten  men,  the  operation  grew  in  ten  years  to  55 
people.  Since  the  space  was  rented,  there  was  no  capital  investment 
involved.  With  this  operation,  the  company  shipped  a  portion  of  the 
partially  assembled  movements  to  Lausanne  where  the  escapement 
wheel,  anchor  fork,  and  balance  wheel  hairspring  assembly  were  in- 
stalled, and  the  movements  were  tested  and  regulated.  The  move- 
ments were  then  returned  to  Olten  for  casing  and  dialing.  Mr.  Keller 
mentioned  that  the  Lausanne  shop  had  the  second  advantage  of  al- 
lowing the  company  to  offer  to  its  apprentices  the  opportunity  of 
living  in  western  Switzerland  and  learning  to  speak  French  while 
working  for  the  company. 

Question  of  Expansion.  Including  the  Lausanne  shop,  Continental 
Watchmakers  had  increased  from  440  people  (total  staff  included)  to 
640  between  1947  and  late  1958,  a  period  during  which  sales  almost 
doubled.  Mr.  Keller  described  this  growth  as  being  a  steady  one — 
"about  a  10%  increase  in  sales  each  year  from  the  end  of  the  war 
until  1957."  In  discussing  the  issue  of  expansion,  Mr.  Keller  said 
that  the  shortage  of  trained  workers  presented  the  primary  obstacle 
to  expansion,  because  the  company  would  not  sacrifice  quality  for  the 
sake  of  rapid  growth.  He  felt  that  the  Lausanne  shop  had  played 
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an  important  role  in  the  company's  postwar  growth;  nevertheless, 
developing  skilled  workers  had  been  and  would  continue  to  be  a  prob- 
lem requiring  concentrated  effort.  The  question  of  expansion  and  prog- 
ress of  the  trainees  was  a  major  topic  in  the  monthly  meeting  of 
the  four  members  of  top  management. 

For  many  years,  the  shortage  of  regulators,  the  most  highly  skilled 
workmen,  had  caused  the  bottleneck.  In  1958  Continental  had  24  regu- 
lators. Mr.  Keller  said  that  the  company  could  virtually  expand  in 
proportion  to  the  number  of  regulators  since  augmentation  of  the 
assemblers  and  machine  tenders  was  much  less  a  problem. 

Mr.  Keller  summarized  his  views  on  this  question  as  follows: 

In  the  past  four  or  five  years,  our  total  business  could  have  been  30%  larger. 
Our  Far  Eastern  agent  alone  would  have  taken  50%-100%  more  each  year.  Thus 
our  sales  were  limited  by  production;  we  even  had  to  apportion  our  shipments 
by  quota.  It  certainly  would  have  been  profitable  to  have  met  the  increased  de- 
mands. 

Of  course,  now  we  are  just  as  glad  that  we  did  not  expand  any  faster,  because 
our  sales  in  1958  are  off  10%  from  1957.  With  two  of  our  regulators  retiring 
early  this  year,  our  current  production  is  just  about  matching  sales  demand. 

Looking  ahead,  we  hope  to  continue  growing  so  long  as  we  can  be  relatively 
assured  of  markets  for  our  watches.  However,  I  don't  believe  we  want  to  be  too 
big.  In  the  first  place,  we  may  not  be  able  to  maintain  our  quality  if  we  are  too 
big.  Secondly,  "bigness"  means  increasing  the  risks.  The  big  companies  have 
been  hurt  worse  by  the  contraction  of  sales  this  year.  Omega,  for  instance,  is 
down  to  a  41-hour  week7  and  had  to  lay  off  300  workers  last  month.  Many  other 
large  factories  are  below  a  40-hour  week. 

Another  question  which  the  company  had  considered  from  time  to 
time  was  that  of  adding  a  cheaper  line  of  watches  under  another 
name,  or,  alternatively,  merging  with  another  company  to  widen  the 
range  of  its  product.  Mr.  Keller  said  that  they  had  considered  making 
lower-quality  watches  but  had  concluded  it  would  be  impossible  to 
do  it  at  the  Olten  factory  where  for  years  the  worker  and  manage- 
ment attitude  had  been  keyed  to  a  quality  product.  He  said  that  the 
tendency  toward  the  merging  of  small  watch  companies  had  increased 
within  the  industry.  Continental  had  been  approached  several  times 
by  other  companies  of  similar  size  on  this  question.  He  felt  that  there 
were  some  advantages  in  reducing  development,  commercial,  and  ad- 
ministrative costs  by  merger;  but  he  added  that  with  Continental's 
financial  strength,  brand  reputation,  and  increasing  success,  he  was  not 
interested  at  present  in  merger  possibilities. 


7  In  1958  the  regular  workweek  in  the  watch  industry  was  46  hours. 
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PRODUCT  DEVELOPMENT 

Mr.  Keller  said  that  one  of  the  most  important  areas  of  competi- 
tion in  the  watch  industry  was  in  the  development  of  new  calibers, 
and  that  all  of  the  major  watch  companies  had  their  own  design  staffs. 
He  said  that  Mr.  Knorr,  who  he  estimated  spent  about  60% -7  5%  of 
his  time  on  development  and  design,  was  a  very  competent  designer. 
All  seven  of  Continental's  wrist  watch  calibers  had  been  developed 
since  1946,  which  was  a  claim  that  Mr.  Keller  felt  few  of  his  com- 
petitors could  make.  Included  in  these  postwar  developments  were  two 
important  advances  in  which  Continental  played  a  pioneering  role. 
The  first  was  a  "Super-antimagnetic"  which  came  out  in  1949.  This 
was  not  a  new  caliber  development  but  rather  the  incorporation  of 
an  inner  case  of  soft  iron  which  completely  encased  the  movement 
and  served  as  a  shield  for  absorbing  magnetic  flux  and  preventing  its 
entering  the  movement. 

The  second  advance  was  an  improved  self-winding  mechanism 
which  won  wide  acclaim  in  the  watch  world  when  introduced  in  1951. 
This  improvement  made  the  actuation  of  the  self-winding  mechanism 
more  sensitive  to  wrist  movement.  Furthermore,  it  simplified  the 
movement  and  made  it  more  easily  reparable. 

In  the  case  of  the  other  calibers  developed  since  the  war,  the  aim 
had  been  to  improve  the  timekeeping  quality  of  the  caliber  and  to 
simplify  the  construction  to  make  it  easier  to  assemble  and  repair. 
Mr.  Knorr  said  that  he  got  ideas  on  caliber  design  and  improvement 
by  following  new  developments  in  the  industry,  analyzing  competitors' 
calibers,  and  relying  on  an  active  imagination.  When  developing  a 
new  caliber,  Mr.  Knorr  said  that  it  took  from  12  to  18  months  for 
the  research,  preliminary  design,  and  building  of  the  prototype. 

Mr.  Keller  said  that  the  decision  on  a  new  caliber  was  one  of  the 
most  important  decisions  in  the  management  of  the  company.  As  an 
example,  he  said  that  the  company  was  currently  considering  an  extra- 
thin  lady's  caliber  to  which  Mr.  Knorr  had  devoted  about  60%  of  his 
time  the  past  18  months  in  design  and  supervision  of  prototype  con- 
struction. The  prototype  had  proved  satisfactory,  and  currently  Mr. 
Goebel  was  computing  manufacturing  costs  for  the  movement  and 
making  inquiries  concerning  the  cost  of  case,  dial,  crown,  and  strap. 
Then  an  approximate  wholesale  and  retail  price  could  be  computed. 
The  next  step  would  be  to  contact  several  retail  dealers  in  Switzer- 
land and  Germany  who  were  important  sellers  of  Continental  watches. 
These  dealers  would  be  shown  the  prototype  and  the  approximate 
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retail  price  and  would  be  asked  to  give  estimates  of  sales  for  the  first 
few  years.  The  company  would  also  make  comparisons  between  its 
tentative  retail  price  and  the  price  of  competitors'  models  already 
on  the  market.  (In  the  case  of  the  lady's  extra-thin,  Continental  ex- 
pected that  its  retail  price  would  be  above  that  of  the  large,  medium- 
high-quality  producers  because  Continental's  watch  would  have  a  num- 
ber of  improvements,  which  the  company  expected  would  increase 
cost  but  would  have  impact  on  the  market.)  Based  on  the  price  com- 
parison and  the  reaction  of  a  sample  of  retailers,  the  company  would 
make  an  estimate  of  the  sales  potential  of  the  new  caliber,  both  for 
the  first  year  and  for  the  estimated  life  of  the  caliber  as  "roughly" 
estimated. 

At  this  time,  the  decision  whether  to  tool-up  and  commence  pro- 
duction would  be  made.  Since  development  costs  leading  up  to  the 
prototype  were  behind  them,  the  management  concerned  itself  only 
with  future  costs  of  preparing  detail  drawings  and  tooling-up,  which 
were  estimated  at  150,000  Swiss  francs  for  each  new  caliber.  Although 
the  company  did  not  compute  the  number  of  watches  of  the  new  caliber 
to  "break  even"  on  these  avoidable  fixed  costs,  it  did  use  the  figure  of 
15,000  units  in  the  cost  calculation  over  which  these  costs  were  dis- 
tributed. 

If  the  company  decided  to  continue  with  the  new  lady's  caliber,  Mr. 
Knorr  estimated  that  another  15  months  would  be  necessary  before 
the  first  lot  would  be  ready  for  distribution.  The  drawings  and  tooling 
would  require  six  months,  followed  by  six  months  for  production. 
Finally,  watches  in  the  first  lot  would  undergo  extensive  testing  by 
having  several  people  in  the  organization  wear  them  for  several 
months. 

FINANCE  AND  ACCOUNTING 

Mr.  Keller  said  that  with  its  capitalization  and  profitability,  the 
company  had  no  financial  problems.  Because  of  its  financial  strength, 
Continental  had  weathered  the  depression  with  little  difficulty.  Mr. 
Keller  described  how  many  weaker  watch  companies  had  gone  into 
the  hands  of  the  banks  during  the  thirties.  He  said  that  his  father 
had  considered  closing  the  factory  for  a  few  years  but  had  decided 
against  it  because  the  company  would  probably  have  lost  its  key  crafts- 
men. Therefore  the  company  continued  to  operate  but  was  unprofit- 
able for  four  or  five  years.  During  the  war,  operations  were  restricted 
by  limited  sales  and  a  labor  force  greatly  reduced  by  military  service. 
Nevertheless,  the  company  managed  to  operate  "in  the  black"  during 
these  years,  although  the  profits  were  insignificant. 
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Since  his  appointment  as  accountant  in  1945,  Mr.  Goebel  had  pre- 
pared two  sets  of  financial  statements  for  the  company.  The  first  set 
was  prepared  according  to  the  Swiss  commercial  statutes  which  al- 
lowed certain  undervaluation  of  inventories  and  rapid  write-off  of  fixed 
assets. 

The  purpose  of  the  second  set  of  statements  was,  as  Mr.  Keller  ex- 
plained, .  .  to  allow  us  to  see  how  we  are  really  doing."  The  dif- 
ference was  that  the  second  set  incorporated  more  realistic  valuation 
for  inventories  and  assets,  and  expense  computation  was  based  on 
the  real  value  of  purchased  inventories  and  depreciation  according  to 
the  useful  life  of  the  asset.8  (Sales  figures  and  financial  statements 
are  shown  in  Exhibits  2-5.) 

Mr.  Keller  said  that  the  basis  for  the  financial  statements  and  for 
cost  control  within  the  company  was  an  elaborate  cost  accounting  sys- 
tem designed  and  installed  by  Mr.  Goebel  during  the  first  few  years 
after  he  became  accountant.  Before  1945,  "the  company  merely  took 
the  total  costs  divided  by  the  total  number  of  watches  to  get  an  average 
unit  cost."  Mr.  Goebel's  cost  accounting  system  is  described  briefly  in 
the  following  paragraphs: 

In  parts  manufacture,  each  series  of  parts  carried  a  cost  card  to 
which  raw  material  and  direct  labor  costs  were  debited  for  each 
manufacturing  and  inspection  operation.  Although  standards  were  not 
employed  for  these  costs,  comparisons  were  made  between  the  total 
direct  costs  of  a  part  series  and  the  previous  series.  If  the  total  cost  for 
a  series  was  unusually  high,  the  cost  card  enabled  the  accountant  to 
check  which  operations  deviated  from  past  performance  and  to  call 
them  to  Mr.  Heinner's  attention.  In  assembly,  costs  were  similarly 
recorded;  at  the  end  of  the  month,  average  assembly  and  regulation 
costs  were  computed  for  each  of  the  seven  calibers.  A  quarterly  report 
of  direct  labor  costs  by  cost  centers  was  made  available  to  top  man- 
agement and  to  the  responsible  foremen.  These  reports,  together  with 
measures  of  production  in  the  respective  centers,  served  as  a  basis  of 
discussion  for  Mr.  Heinner  and  his  foremen  when  labor  costs  seemed 
out  of  line. 

Overhead  costs  were  handled  in  a  straightforward  method  of  col- 
lecting actual  costs  in  about  18  manufacturing  subcenters,  seven  sales 
and  administrative  centers,  and  seven  general  expense  and  special- 

8  It  should  be  added  that  the  Swiss  government  allowed  the  preparation  of  the  former 
type  as  legal  statements  for  stockholder  reports  for  purposes  of  secrecy  and  conservatism. 
However,  taxes  were  based  on  profits  computed  by  a  third  system,  but  the  job  of  deter- 
mining these  profits  rested  with  the  government  tax  accountants.  The  tax  authorities 
analyzed  all  the  books  of  a  company  and  had  virtually  to  reconstruct  the  profit  and  loss 
statement  and  balance  sheet  according  to  tax  law  criteria. 
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Index  of  Sales  Developments  since  1950 
(Note:  Total  Domestic  Sales  by  All  Swiss  Watchmakers  Is  Not  Reported.  The  Federation 
of  Swiss  Watchmakers  States  That  in  Recent  Years  about  95%  of  All  Swiss  Watches 
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purpose  cost  centers.  From  this  initial  collection,  overhead  costs  were 
allocated  and  redistributed  until  all  actual  costs  were  accumulated  in 
four  manufacturing  centers  and  four  sales  and  administration  centers. 
For  purposes  of  evaluating  inventories  and  cost  of  goods  sold,  the 
company  applied  an  overhead  rate  based  on  past  experience  of  actual 
costs.  At  the  end  of  each  quarter,  an  overhead  variance  was  computed 
representing  the  difference  between  actual  and  applied  overhead.  The 
following  is  a  list  of  major  centers  and  the  bases  of  overhead  applica- 
tion employed: 


Final  Cost  Center 

Order  of 
Magnitude  of 
Actual  1957 
Overheads 
(Sw.  Frs.) 

Bases  of  Overhead 
Application  in  1957 

Manufacturing  Centers: 

1. 

All  manufacturing  and  assembly  of 

1,800,000 

140%  of  direct  labor  in  these  op- 

erations 

2. 

Casing  department  

500,000 

20%  of  case  material  costs 

3. 

Dial  department  

150,000 

40%  of  dial  material  costs 

4. 

Repair  department  

20,000 

10%  of  repair  labor 

Sales  and  Administrative  Centers: 

5. 

500,000 

40%  of  manufacturing  cost  of  goods 

sold  in  Switzerland 

6. 

2,300,000 

20%  of  manufacturing  cost  of  goods 

exported 

7. 

Spare  parts  sales  

30,000 

20%  of  manufacturing  cost  of  spare 

parts  sold 

8. 

Repair  service  sales  

30,000 

30%  of  cost  of  repair  service 

The  company  applied  higher  commercial  overheads  to  Swiss  sales 
because  it  performed  its  own  wholesaling  in  Switzerland.  In  addition 
to  these  final  centers,  the  company  had  ten  direct  subcenters  in  manu- 
facturing and  assembly,  each  with  its  own  overhead  application  rate. 
These  centers  with  their  overhead  rates  served  as  means  of  applying 
overhead  to  pieces  in  various  stages  of  manufacture  in  order  to  deter- 
mine values  for  work-in-process  inventories. 

Mr.  Keller  said  that  quarterly  overhead  charges  by  cost  center  were 
not  given  to  the  foremen  on  the  theory  that  most  of  these  costs  were 
not  controllable.  They  were  analyzed,  however,  by  Mr.  Heinner  who 
traced  any  major  increases. 

Besides  cost  accounting,  Mr.  Goebel  and  his  staff  of  ten  people 
were  responsible  for  the  payroll,  stock  control,  financial  accounting, 
and  compiling  sales  statistics.  He  said  that  he  frequently  prepared  regu- 
lar or  special  reports  for  Mr.  Keller  or  for  meetings  of  the  four  man- 
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agers.  The  annual  profit  and  loss  statement  and  balance  sheets  (both 
types) -were  seen  only  by  Mr.  Keller  and  Mr.  Goebel. 

Mr.  Keller  said  that  the  company  used  no  operating  budget.  He 
felt,  however,  that  quarterly  profit  and  loss  statements  and  analyses 
of  labor  and  overhead  costs  plus  cost  analyses  by  manufacturing  series 
permitted  adequate  financial  control  of  the  company's  activities. 

MARKETING 

Goals  in  Marketing.  "Our  objective,"  said  Mr.  Keller,  "is  to  ex- 
pand, not  however  at  the  expense  of  our  quality,  in  all  markets  at  a 
healthy  rate.  Manufacturing  and  selling  costs  ate  going  up,  and  one 
must  continue  to  grow  in  order  to  maintain  profitability;  to  stand  still 
is  to  slip  backwards.  On  the  other  hand,  too  rapid  expansion  presents 
certain  risks  also.  Besides,  our  rate  of  expansion  has  been,  and  may 
continue  to  be,  controlled  by  the  availability  of  skilled  personnel." 

Mr.  Keller  said  that  he  devoted  over  50%,  of  his  time  to  sales  mat- 
ters because  competition  among  Swiss  watches,  particularly  the  upper- 
middle-quality  through  the  top-quality  brands,  was  intense  all  over 
the  world,  and  required  constant  attention. 

Marketing  Policies.  Through  the  years,  Continental  had  developed 
the  policy  of  selling  in  as  wide  a  world  market  as  possible,  which,  in 
1958,  comprised  72  countries.  "The  reason  for  this  policy,"  said  Mr. 
Keller,  "is  to  provide  maximum  opportunities  for  sales  expansion  and 
to  spread  the  risk  in  order  not  to  be  dependent  upon  the  political  and 
economic  stability  of  any  single  country  or  area."  Although  in  past 
years  the  company  had  sold  some  watches  under  other  names  and  to 
importers  who  put  their  own  names  on  them,  since  the  1930's  it  had 
sold  all  its  watches  under  the  "Continental  Watchmakers"  brand 
name.  Another  company  policy  was  uniform  pricing  (before  duties  in 
the  respective  markets)  to  all  its  wholesalers. 

One  of  the  most  important  recent  changes  was  the  development  of 
an  exclusive  wholesaler  sales  policy.  Before  the  war,  Continental  sold 
to  several  wholesalers  in  each  country  and  exercised  very  little  control 
over  the  selection  of  retailers.  Since  1947,  however,  the  company  had 
shifted  to  single  wholesalers  in  each  market  in  order  to  create  a  closer 
relationship  and  to  develop  more  interest  in  its  product.  As  a  means 
of  inaugurating  and  developing  this  policy,  Mr.  Keller  and  Mr.  Grun- 
ner  personally  visited  one  or  two  world  areas  each  year.  They  spent 
considerable  time  with  the  wholesaler  and  traveled  with  him  or  his 
salesmen  to  visit  the  retailers.  Mr.  Keller  felt  that  these  contacts  de- 
veloped the  wholesalers'  and  retailers'  confidence  in  the  watches  and 
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increased  sales  effectiveness  at  both  levels.  The  company,  in  turn,  re- 
ceived suggestions  for  improving  style  and  advertising,  and  was  able  to 
sense  important  trends  in  the  particular  market.  In  1957  Mr.  Keller 
and  Mr.  Grunner  spent  several  months  visiting  and  traveling  with 
their  large  Far  Eastern  agent.  In  1958  Mr.  Grunner  spent  seven 
weeks  traveling  with  the  German  wholesaler  as  he  visited  the  170  Con- 
tinental retailers.  Mr.  Keller  hoped  to  open  new  markets  in  the  Near 
East  (Greece,  Turkey,  Egypt,  Iraq,  and  Arabia)  and  in  South  America 
in  the  coming  two  years  by  personal  visits  by  him  and  Mr.  Grunner 
to  these  areas.  Major  market  wholesalers  who  were  not  visited  during 
a  particular  year  usually  came  to  Olten  to  discuss  trends  and  to  see  new 
styles. 

Mr.  Keller  said  that  the  company  was  very  careful  in  its  selection 
of  wholesalers,  and  it  established  certain  standards  of  performance.  For 
example,  the  wholesaler  was  required  to  carry  sufficient  stock  of  Con- 
tinental watches  to  fill  normal  retail  orders,  to  offer  repair  service  for 
the  company's  watches  in  his  market,  and  to  call  upon  his  retail  cus- 
tomers at  least  twice  yearly.  He  was  not  allowed  to  carry  competing 
watch  brands.  In  exchange  for  these  considerations,  the  company  prom- 
ised each  wholesaler  that  he  would  have  exclusive  rights  in  his  mar- 
ket. In  Europe  there  was  a  Continental  wholesaler  for  each  country, 
whereas  in  Africa,  Asia,  and  South  America,  wholesalers  covered  sev- 
eral countries.  Mr.  Keller  said  that  the  company  applied  little  or  no 
pressure  on  its  wholesalers  in  the  way  of  quotas.  "I  don't  know,"  he 
said,  "maybe  we  should  apply  a  little  more  pressure." 

Mr.  Keller  said  that  objectives  and  procedures  in  dealing  with 
Continental's  retailers  were  uniform  in  all  markets.  The  objective  at 
this  level  was  to  promote  consumer  sales  by  developing  enthusiastic 
dealer  acceptance  and  push.  The  major  alternative  method  of  quality 
watch  promotion  was  widespread  consumer  advertising.  He  said  that 
several  of  the  large  companies,  of  which  Omega  and  Rolex  were  lead- 
ing examples,  had  demonstrated  how  effective  advertising  could  be. 
"However,"  he  said,  "one  official  of  a  major  company,  whose  policy 
has  been  to  boost  sales  by  progressive  saturation  of  market  areas  by 
advertising,  admitted  to  me  that  they  had  hoped  to  be  able  to  decrease 
advertising  in  each  market  after  their  product  was  well  established; 
however,  they  had  found  that  once  they  had  penetrated  a  market  by 
means  of  saturation  advertising,  they  could  not  decrease  advertising 
without  losing  sales."  Mr.  Keller  added  that  mass  advertising  was 
much  too  expensive  for  Continental's  sales  volume. 

Continental  concentrated  on  promoting  dealer  acceptance,  not  only 
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because  Mr.  Keller  felt  the  company  could  not  match  the  mass  ad- 
vertising approach  but  because  he  believed  push  by  the  dealers  was 
a  more  fitting  promotion  of  top-quality  watches.  Since  the  war,  many 
of  the  company's  policies  could  be  explained  by  this  conclusion:  the 
increased  contact  with  retailers;  the  recent  design  of  improved  and 
simplified  calibers;  and  the  design  emphasis  on  long  life,  precision, 
and  reparability.  All  these  factors  were  employed  to  convince  dealers 
that  Continental  watches  were  superior  to  the  popularly  advertised 
brands,  and  a  better  buy  for  the  money  than  the  "ultraexclusive" 
brands.  Mr.  Keller  said  that  this  approach  assumed  that  the  dealers 
were  qualified  watchmakers  themselves  and  could  thus  appreciate  the 
design  and  construction  features  of  his  watches.  "One  of  our  main 
problems,"  he  said,  "is  that  watches  are  sold  more  and  more  by  dealers 
who  are  not  watchmakers,  and  thus  do  not  fully  appreciate  our  precision 
and  design.  This  is  especially  true  in  the  United  States,  and  explains, 
in  a  large  part,  why  we  have  made  little  progress  there." 

The  company  sought  the  objective  of  dealer  acceptance  through 
the  foJJoj^n^  marketing  policies : 

First,  the  company  selected  only  the  highest  caliber  retailers,  and  in  sufficient 
number  (if  that  many  existed)  to  cover  the  market  properly  without  apprecia- 
ble competition  between  two  stores  carrying  Continental's  products.  It  further 
protected  the  retailers  by  not  selling  to  anyone  who  would  cut  prices.  In  return 
for  these  protections,  the  company  expected  a  high  standard  of  performance 
from  the  retailer  in  the  form  of  sales  effort  and  window  displays.  The  company 
imposed  no  sales  quotas  but  reserved  the  right  to  discontinue  if  the  retailer  con- 
sistently failed  to  meet  the  sales  of  other  Continental  dealers  in  the  same  coun- 
try. Mr.  Keller  watched  the  development  of  his  competitors,  and  he  said  that,  in 
his  opinion,  the  marked  and  enviable  success  of  Rolex  since  the  war  could  be' at- 
tributed to  its  strict  adherence  to  distribution  through  a  very  limited  number  of 
dealers,  refusal  to  sell  to  price  cutters,  and,  of  course,  greatly  increased  adver- 
tising. 

Second,  the  company  attempted  to  establish  and  maintain  direct  contact  with 
the  retailers  through  initial  contact  by  Mr.  Keller  or  Mr.  Grunner,  followed  up 
with  periodic  visits  accompanying  the  wholesaler,  as  described  earlier.  In  cases 
when  the  retailer  desired  a  special  execution  or  spare  part  not  carried  by  the 
wholesaler,  Continental  encouraged  the  retailer  to  write  directly  to  the  company. 
Billing  for  sales  resulting  from  these  direct  contacts  went  through  the  whole- 
saler who  received  his  usual  wholesale  margin. 

Third,  the  company  engaged  in  a  program  of  consumer  advertising  as  dis- 
cussed below. 

Advertising  and  Promotion.  In  spite  of  the  emphasis  on  develop- 
ing dealer  push,  Continental  did  what  Mr.  Keller  felt  was  a  reasonable 
amount  of  consumer  advertising,  although  he  said  that  the  company 
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had  little  knowledge  of  the  characteristics  of  people  who  purchased 
Continental  watches.  The  company  spent  about  5  rc  of  its  sales  on  ad- 
vertising. The  first  medium  of  advertising  was  technical  bulletins  sent 
to  dealers  and  repairmen  whenever  a  new  caliber  was  introduced.  These 
bulletins  gave  parts  lists  and  instructions  for  oiling,  cleaning,  and  dis- 
assemble The  second  group  of  advertisements  were  brochures  and 
catalogues  prepared  for  retailers  to  give  to  prospective  customers.  These 
were  prepared  in  several  languages  for  the  respective  markets:  and  for 
some  smaller  brochures,  space  was  allowed  for  the  retail  agent  to  have 
his  name  printed.  Another  advertisement  scheme  involved  supplying 
the  retailers  with  window  display  materials  and  advice  on  their  most 
effective  use. 

In  its  major  markets.  Continental  made  agreements  with  its  whole- 
salers in  which  each  party  contributed  3r7-4rc  of  estimated  annual 
wholesale  billing  for  advertisements  in  magazines  and  newspapers  in 
the  market.  In  recent  years,  this  arrangement  had  led  to  advertise- 
ments in  several  major  European  newspapers,  particularly  in  Germany, 
Austria,  and  Switzerland.  Continental  advertised  in  Lite  Internationa? 
several  times  each  year  (seven  in  195").  which  was  a  means  em- 
ployed by  many  Swiss  watch  companies  of  attracting  traveling  Ameri- 
can and  other  English-speaking  business  people  and  vacationers.  When 
the  company  introduced  the  ;'Super-antimagnetic.*'  it  advertised  in 
Scientific  American  to  attract  engineers  and  scientists,  and  many  in- 
quiries were  received.  Despite  low  sales  in  the  United  States,  the 
company  spent  nearly  20^  of  its  advertising  there.  Mr.  Keller  said 
that,  though  he  had  no  verification,  he  believed  that  advertising  funds 
spent  in  the  United  States  produced  a  substantial  number  of  sales  in 
Europe,  primarily  in  Switzerland. 

Repair  service  at  minimum  cost  was  a  feature  which  the  company 
considered  in  the  line  of  promotion.  Although  limited  by  industry  rul- 
ing to  giving  only  a  one-year  factory  guarantee.  Continental  made  it 
a  practice  to  repair  at  nominal  cost  watches  sent  to  the  factory.  For 
several  years  the  agent  in  the  United  States  had  maintained  a  central 
collection  point  for  Continental  watches  requiring  servicing  and  had 
airmailed  a  batch  every  two  weeks  to  the  factory  for  cleaning  and  re- 
pair. In  this  manner,  the  company  ottered  to  clean  and  oil  a  watch 
for  S7.50  (including  freight)  compared  to  S10-S12  charged  by 
American  repairmen.  Xet  loss  on  the  repair  business  had  exceeded 

9  Life  International,  printed  weekly  in  English,  is  the  European  edition  of  Life  Maga- 
zine. A  sample  of  nine  issues  showed  an  average  of  2Yi  full-page  and  4  half -page  ad- 
vertisements per  issue  by  Swiss  watch  companies. 
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40,000  Swiss  francs  each  of  the  past  few  years,  and  was  charged  to 
advertising. 

Competitive  Situation  and  Market  Areas.  Mr.  Keller  felt  that  his 
watches  were  comparable  in  precision  to  the  best  in  Switzerland,  but 
because  the  company's  policy  was  not  to  make  them  ultraexclusive, 
the  watches  in  fact  had  to  compete  with  the  popularly  known  com- 
panies in  the  upper-medium  class.  The  problem,  therefore,  was  to 
justify  the  price  of  his  models,  which  ranged  from  10%-35%  above 
similar  models  of  many  of  these  brands.  Mr.  Keller  said: 

One  difficulty  in  justifying  the  higher  price  of  our  watch  arises  from  the 
increasing  effect  of  widespread  advertising  in  raising  the  quality  image  of  our 
competitors'  watches  in  the  mind  of  the  consumer.  Furthermore,  since  our  com- 
petitors use  the  same  equipment  and  make  similar  inspections,  the  difference  in 
precision  and  durability  between  our  watches  and  those  of  the  upper-medium 
makers  exists  only  in  a  number  of  fine  points  (important  points  to  be  sure  ) .  We 
must,  therefore,  rely  on  the  retail  watchmaker  to  recognize  these  differences  and 
convince  the  customer  that  ours  is  a  better  watch.  The  importance  of  the  retailer 
in  our  promotion  is  illustrated  by  the  fact  that  in  stores  where  Continental 
watches  are  an  outstanding  success,  the  managers  or  head  salesmen  really  like 
our  watch. 

Mr.  Keller  pointed  to  the  Far  East  and  Europe  as  the  key  areas  of 
sales  strength  for  Continental  watches.  All  sales  to  the  Far  East,  ex- 
cept Australia,  were  conducted  by  a  large  independent  agent.  Mr. 
Keller  had  visited  him  and  had  been  most  impressed  by  his  organiza- 
tion and  operations.  He  distributed  to  Japan,  Hong  Kong,  Singapore, 
Indonesia,  Formosa,  and  other  smaller  markets.  Mr.  Keller  said  that 
Continental  had  not  been  too  badly  hurt  by  the  closing  of  the  Com- 
munist China  market  and  the  general  weakening  of  all  Far  Eastern 
markets  the  past  12  months.  He  said  that  the  cheaper  watches  had 
been  most  seriously  hit  because  their  agents  had  accumulated  excessive 
stocks  and  thus  discontinued  ordering  when  the  market  softened.  In 
addition,  in  Continental's  case  the  demand  by  the  Far  Eastern  agent 
had  for  several  years  exceeded  his  quota  of  shipments;  therefore,  he 
was  able  to  absorb  a  large  drop  in  demand  without  reducing  his  orders 
on  the  Swiss  company. 

Switzerland,  Germany,  and  Austria  were  the  major  European  mar- 
kets. In  Mr.  Keller's  opinion,  the  watch's  reputation  plus  aggressive 
wholesale  agents  and  minimum  tariff  restrictions  accounted  for  the 
success  in  the  latter  two.  In  Switzerland,  Continental  sold  directly,  as 
did  most  Swiss  makers,  to  its  200  retailers.  The  company's  single 
salesman  made  two  complete  rounds  annually  plus  additional  calls  on 
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the  more  active  accounts.  A  major  part  of  the  sales  were  made  by 
25-30  stores  in  the  principal  Swiss  cities.  The  largest  seller  of  Con- 
tinental watches  had  for  years  sold  between  10%  and  12%  of  Con- 
tinental's total  Swiss  sales.  (Here  again,  Mr.  Keller  said  that  this 
man  thought  very  highly  of  Continental  watches. ) 

For  several  years,  distribution  in  the  United  States  had  presented 
particular  problems.  For  30  years  to  1950,  Continental  sold  its 
watches  to  a  man  who  had  a  jewelry  and  watchcase-making  factory. 
He,  in  turn,  sold  to  jewelers  who  retailed  the  watches  under  their 
own  names.  In  1950  the  father  in  the  United  States  firm  died  and  it 
was  in  financial  trouble,  so  Continental  decided  it  was  a  good  time 
to  find  a  new  agent.  It  found  one  who  was  strong  financially  and  had 
experience  in  jewelry  wholesaling.  However,  he  had  little  experience 
in  watches  and  failed  to  produce  effective  results.  Therefore,  Conti- 
nental expressed  definite  interest  in  a  proposal  offered  in  1958  by  one 
of  the  top-quality,  exclusive  watchmakers  in  Switzerland  who  had  a 
company-owned  wholesale  agency  in  the  United  States.  To  help  cover 
the  cost  of  this  agency,  the  company  proposed  to  Continental  that  this 
wholesaler  carry  Continental  watches  as  a  second  brand  and  attempt 
to  introduce  them  into  the  same  retailers  now  selling  the  former  brand. 
The  wholesaler  would  function  in  the  same  way  as  other  Continental 
wholesalers  in  that  he  would  buy  outright  from  the  company,  carry 
sufficient  stock,  sell  to  retailers,  and  offer  repair  service.  Mr.  Keller 
enthusiastically  accepted  the  offer  (Continental's  agent  was  also  anx- 
ious to  discontinue  watch  distribution ) ,  because  it  came  from  a  very 
successful  company  highly  regarded  in  the  United  States  and  estab- 
lished in  over  150  truly  exclusive  jewelry  stores  in  that  country.  He 
said  that  he  did  not  expect  Continental  to  be  immediately  accepted 
in  all  of  these  stores,  but  if  the  agent  was  successful  in  getting  Con- 
tinental into  100  stores,  it  would  greatly  enlarge  the  current  base  for 
retail  sales  in  that  country,  for  in  1958  Continental  watches  appeared 
in  fewer  than  20  stores  in  the  United  States.  The  new  arrangement 
would  become  effective  early  in  1959.  Mr.  Keller  felt  that  Continental 
watches  would  excellently  complement  those  of  the  exclusive  company. 
On  the  one  hand,  the  quality  of  the  movement  was  almost  as  high,  but 
because  of  higher  production  volumes  Continental's  price  was  30%- 
50%  lower. 

Mr.  Keller  expected  a  visit  from  this  new  agent  in  late  1958  to 
discuss  new  watch  styles  and  store  display  material.  He  said  that  the 
company  planned  to  increase  advertising  in  the  United  States  from 
its  current  annual  rate  of  $30,000  to  $40,000,  primarily  for  brochures, 
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window  displays  for  new  retailers,  and  a  few  magazine  advertisements. 
He  said  that  he  would  be  happy  if  United  States  sales  rose  to  5,000- 
6,000  pieces  in  the  first  three  years  under  this  arrangement,  but  he 
had  some  reservations.  "I  am  not  sure,"  he  said,  "if  one  can  success- 
fully operate  in  the  States  without  being  a  'big'  operation  with  large- 
scale  advertising  and  wide  distribution." 

Exhibit  7 

CONTINENTAL  WATCHMAKERS  COMPANY 
Continental's  Cost  Calculation  on  Man's  Wrist  Watch, 
Stainless  Steel  Case,  Nonautomatic 

(Swiss  Francs) 

Manufacture  and  assembly: 

Material  and  purchased  parts  13.20 

Direct  labor  22.00 

Factory  overhead  (140%  of  labor)  30.80 

Total  Assembled  Movement  Cost   66.00 

Dial  and  hands   4.50 

Overhead,  dial  and  hands,  40%  of  material  cost   1.80 

Case  (stainless  steel)  12.00 

Other  case  parts  (crystal,  strap)   8.00 

Overhead,  case  department,  20%  of  material  cost   4.00 

Total   30.30 

Total  Factory  Cost   96.30 

Administrative  and  sales  overhead  (40%  if  sold  in  Switzerland).  38.50 

134.80 

Profit  5%   6.70 

Price  to  retailer   142.00 

Swiss  retail  margin  (73%)   104.00 

Retail  price   246.00 

Source:  Company  records. 


Mr.  Keller  said  that  he  was  not  particularly  worried  over  foreign 
competition.  "The  Germans  and  Japanese  are  developing  some  high- 
precision  watchmaking  machine  tools  and  qualified  assemblers,  but  I 
think  they  are  primarily  interested  in  medium-quality  watches  to  sell 
in  volume  sufficient  for  mass-production  economies.  I  don't  think  they 
are  interested  in  producing  top-quality  watches;  furthermore,  I  believe 
it  would  take  a  great  number  of  years  before  anyone  develops  the 
abilities  and  patience  matching  that  of  skilled  Swiss  makers. 

"As  for  the  Common  Market,  we  cannot  predict  its  effect  on  quality 
watchmakers.  All  Swiss  makers  will  be  under  tariff  disadvantage,  but 
probably  not  much  worse  than  at  present.  Its  effect  on  our  business 
remains  to  be  seen." 
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Like  the  two  other  remaining  companies  in  the  field  of  domestic 
jeweled-lever  watch  production  (the  Bulova  Watch  Company  and  the 
Elgin  National  Watch  Company),  the  Hamilton  Watch  Company  of 
Lancaster,  Pennsylvania,  sold  a  diversified  line  of  products  (see  Ap- 
pendix A  at  the  end  of  this  case) .  Its  output  in  1958  included  watches 
with  domestic  and  imported  movements,  automobile  clocks,  electronic 
equipment,  defense  items,  and  precision  parts.  Sales  were  $24.4  mil- 
lion, and  after-tax  profits  were  $722,000. 

According  to  Mr.  Arthur  B.  Sinkler,  president,  Hamilton  had  two 
long-range  objectives:  (a)  growth  in  the  high-quality  watch  business, 
and  (b)  diversification  into  consumer  items  preferably  sold  through 
jewelry  stores,  or  into  industrial  products  preferably  utilizing  existing 
production  facilities. 


COMPANY  HISTORY 


1892-29.  From  its  incorporation  in  1892  through  1929,  Hamilton 
grew  steadily  on  a  policy  of  quality  before  price  or  style.  Sales  were 
$1,500  in  1893,  $1  million  in  1911,  and  $5.8  million  in  1929,  with 
profits  of  $1.8  million  after  taxes.  The  company  earned  the  title  of 
"The  Railroad  Timekeeper  of  America"  by  initially  concentrating  on 
high-quality  railroad  and  other  large  pocket  watches.  The  line  was 
broadened  in  1908  with  the  introduction  of  a  woman's  watch,  in  1912 
with  smaller  pocket  watches,  and  about  1920  with  men's  wrist  watches. 
In  1920  pocket  watches  were  still  96%  of  output  for  Hamilton  as  com- 
pared with  52%  for  Elgin  and  75%  for  the  Waltham  Watch  Com- 
pany. During  the  middle  1920's  Hamilton  continued  to  emphasize 
quality,  while  imported  watches  increased  their  market  share  with 
rapid  style  changes.  In  1928  Hamilton  emphasized  styling  and  broad- 
ened its  product  base  by  acquiring  the  Illinois  Watch  Company  and 
its  moderately  priced  line. 

Except  for  the  Illinois  purchase,  which  was  bought  by  selling  $4.8 
million  of  6%  preferred,  growth  was  financed  mainly  out  of  retained 
earnings.  No  new  common  was~so7d~ between  1896  and  19297an3 
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the  common  shareholders'  net  investment  increased  from  $500,000 

to  $6.3  million. 

jc>30-50.  From  the  1929  peak,  sales  slid  to  a  low  of  $1.6  million 
in  1932,  with  a  loss  of  $988,000;  the  common  shareholders'  net  invest- 
ment dropped  to  $2.8  million,  and  management  borrowed  up  to  $2 
million.  However,  profitable  operations  resumed  at  the  end  of  1933. 
Bank  debt  was  paid  off  in  1935,  and  by  1940  sales  reached  $7.9  mil- 
lion and  after-tax  profits,  $899,000. 

Several  changes  helped  this  expansion:  (1)  New  watches  were  in- 
troduced including  smaller  and  more  highly  styled  ones  for  women 
in  1931,  1938,  and  1940,  and  more  compact  ones  for  men  in  1935 
and  1940.  (2)  The  distribution  system  was  revamped  in  1934  when  U 
wholesalers  were  reduced  from  105  to  40  and  specific  territories  and 
quotas  were  assigned.  These  moves  were  designed  to  stop  whole- 
salers from  selling  indiscriminately  to  fly-by-night  outfits,  and  to  get 
them  to  concentrate  on  "reputable"  jewelry  and  watch  dealers  who 
were  satisfied  with  Hamilton's  80%  markup  on  cost,  the  lowest  in  the 
business.  Sales  soared  70%  in  1935  to  $7.5  million.  (3)  Technological 
innovations  were  made.  For  example,  in  1931  the  company  obtained 
American  rights  to  use  and  improve  the  antimagnetic,  rust-resisting 
Elinvar  hairsprings  and  balance  assemblies  which  automatically  com- 
pensated for  temperature  variations.  In  1940  a  watch  with  a  sweep 
secondhand  and  hand-setting  device  was  marketed. 

Recovery  and  expansion  were  financed  by  short-term  debt  and  re- 
tained earnings.  From  1936  on,  Hamilton  borrowed  up  to  $1.3  million 
to  permit  wholesalers  to  order  in  August  and  pay  in  January;  55%  of 
the  company's  watch  business  came  between  August  and  November. 
These  loans  were  repaid  each  January. 

During  World  War  II,  Hamilton  produced  $31.5  million  of  de- 
fense products,  including  military  and  railroad  watches,  fuses,  chro- 
nometers, and  miscellaneous  instruments.  By  1944  the  plant  was  91% 
on  war  work.  Many  items,  such  as  the  marine  chronometers,  were 
made  in  America  for  the  first  time. 

After  the  war,  management  fears  that  rising  imports2  would  satisfy 


1Of  the  other  domestic  jeweled  watch  manufacturers,  Waltham  had  losses  from 
1931-34,  Elgin  from  1931-33,  and  Bulova  Watch  Company,  which  also  had  Swiss  plants, 
from  1931-33. 

2  Watches  of  16  jewels  and  over  were  imported  at  the  annual  rate  of  1.1  million  be- 
tween 1936-40,  3.7  million  between  1941-45,  and  5.6  million  between  1946-49. 
Domestic  production  accounted  for  79.6%  of  total  United  States  unit  sales  (jeweled  and 
nonjeweled)  between  1936-40,  42.04%  between  1941-45,  and  54.99%  between  1946-50. 
(See  "Note  on  the  World  Wrist  Watch  Industry,"  p.  29.) 
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pent-up  demand  proved  overpessimistic.  Most  of  the  7-  to  17-jewel 
import  competition  was  avoided  by  concentrating  mainly  on  watches 
having  more  than  17  jewels,  and  especially  on  the  finer  grades  having 
an  average  retail  price  of  about  $80.  Wholesale  and  retail  channels 
were  not  completely  stocked  by  Hamilton  before  the  end  of  1949. 
The  company  got  its  wholesalers'  undivided  attention  after  1946  when 
Waltham  and  Elgin  decided  to  eliminate  wholesalers  and  sell  direct. 
Hamilton's  sales  reached  $20  million  in  1948  and  were  close  to  this 
figure  again  in  1950  as  retailers  stocked  up  under  the  influence  of 
Korea  scare  buying. 

Meanwhile,  capitalizing  on  wartime  improvements  in  technology 
and  methods,  the  company  began  to  use  Hamilton-developed  Elinvar- 
Extra  alloys  in  all  watches.  Use  of  interchangeable  parts  and  chronom- 
eter assembly-line  techniques  helped  to  cut  costs. 

DEVELOPMENTS  1951-57 

The  period  after  1950  was  marked  by  changes  in  Hamilton's  presi- 
dency and  sales  department,  by  new  developments  in  the  company's 
watch  business,  and  especially  by  a  program  of  diversification.  Assets 
(Exhibit  1)  and  sales  (Exhibit  2)  reached  a  peak  in  1953;  net 
profits  exceeded  $1.5  million  in  1953-56.  In  1958  only  Bulova,  among 
the  "Big  Six"  United  States  watch-producing  and/or  assembling  com- 
panies, was  substantially  larger  in  terms  of  sales  than  Hamilton  (Ex- 
hibit 3). 

Presidential  Changes.  In  June,  1951,  Mr.  R.  M.  Kant,  sales-ori- 
ented president  since  1948,  passed  away  and  was  succeeded  by  the 
company's  former  financial  vice  president  who  died  in  February,  1952. 
He  was  succeeded  by  Mr.  George  P.  Luckey  who  joined  the  company 
in  1927  and  had  been  in  charge  first  of  research  and  then  of  manu- 
facturing. 

In  March,  1954,  Mr.  Sinkler  was  elected  president  because,  as  a 
member  of  the  board  explained  in  1959,  "he  was  doing  everything 
the  president  should  do  anyway,  so  we  gave  him  the  title."  After 
graduation  from  college,  Mr.  Sinkler  worked  as  a  bank  clerk  for  three 
years.  He  joined  Hamilton  as  an  apprentice  in  1936  and  worked  his 
way  to  the  top  craft  rating,  master  horologist.  After  holding  several 
supervisory  positions,  he  became  director  of  research  in  1951,  vice 
president  of  manufacturing  in  1952,  and  executive  vice  president  in 
1953. 

Sales  and  Marketing.  The  year  1952  opened  with  bulging  inven- 
tories and  war-scare  buying  by  retailers  not  having  been  matched  by 
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Exhibit  3 
HAMILTON  WATCH  COMPANY 
Selected  Financial  Statistics  on  Hamilton  Watch  Company,  Elgin 
National  Watch  Company,  Bulova  Watch  Company,  Benrus  Watch 
Company  Gruen  Industries,  and  Longines-Wittnauer  Watch 

for  1953-58  j 


(Dollars  in  Thousands)  A7' 


h  Company  J 


Net  sales  ($): 


Year 


Net  profit  to  sales  (after  tax) 
(%•): 


Net  profit  to  net  worth  (%) : 


Current  ratio  (R) : 


1953 
1954 
1955 
1956 
1957 
1958 


Ham- 
ilton" 


$33,180 

31,158 
28,066 
25,411 
22,281 
24,437 


1953 
1954 
1955 
1956 
1957 
1958 


1953 
1954 
1955 
1956 
1957 
1958 


Receivables  turnover  (days): 


Inventory  turnover  (days) : 


1953 
1954 
1955 
1956 
1957 
1958 


1953 
1954 
1955 
1956 
19-57 
1958 


$56,721 
60,085 
51,477 
42,405 
31,123 
26,992 


4.61 
5-05 
5-58 
6.08 
2.87 
2.95 


11.52 
12.03 
10.76 
9.96 
4.14 
4.57 


Elgint 


Buloval  |  Benrus§ 


$68,671 

76,411 
80,060 
76,235 
63,806 
58,447 


3.61 
2.60 
1.78 
1.58 
(22.43)|| 
(6.52) 


2.04 
2.43 
4.42 
5.22 
4.82 
6.02 


1953 
1954 
1955 
1956 
1957 
1958 


78.6 
71.2 
45.3 
47.9 
61.1 
56.6 


151.3 
156.5 
155.2 
157.2 
175.6 
169.3 


8.15 
6.18 
3.63 
2.66 
(40.23) 
(10.86) 


$24,641 
18,743 
21,291 
22,302 
24,513 
23,316 


4.17 
3.86 
4.35 
4.46 
3.50: 
4.32ft 


3.36 
3.74 
4.49 
6.13 
4.66 
6.47 


51.0 
41.5 
67.7 
77.4 
76.6 
73.4 


151.3 
128.6 
140.6 
168.2 
180.9 
169.8 


8.81 
8.84 
10.16 
9.72 
6.34. 
6.92. 


4.49 
2.68 
2.67 
2.84 
1.66 
0.91 


15.87 
7.18 
8.01 
7.90 
4.97 
2.55 


Gruent 


Not 
stated 


8.94 
(12.76) 
(11.62) 
(41.98) 
(177.30) 


2.22 
2.78 
3.43 
2.89 
4.14 
5.69 


72.1 
75.3 
75.8 
84.1 
95-0 
108.3 


80.2 
65-8 
56.3 
79.8 

HO. 

106.8 


1.83 
3.45 
2.43 
2.49 
1.95 
2.19 


79.4 
99.6 
108.0 
104.1 
81.0 
80.2 


80.2 
103.7 
95.7 
97.0 
98.4 
95-5 


2.02 
2.52 
1.88 
1.31 
0.99 
0.78 


♦  Hamilton  fiscal  year  ended  December  31  through  1954;  January  31  of  next  calendar  year  thereafter. 
t  Elgin  fiscal  year  ended  December  31  through  1953;  January  31  of  next  calendar  year  thereafter, 
t  Bulova.  Gruen,  and  Longines  fiscal  years  ended  March  31  of  next  calendar  year. 

5  Benrus  fiscal  years  ended  Januarv  31  of  next  calendar  year.  ,     .  , 

\  After  special  charges  of  $4.6  million.  Before  special  charges.  Elgin  1957  net  profit  was  (7.8;%)  of  sales  and 

(H"«  After  spedaTcredits  of  $0.5  million.  Before  special  credits.  Bulova  1957  net  profit  was  2.67%  of  sales  and 
473 ft  AftefspSS credits  of  $1  million.  Before  special  credits,  Bulova  1958  net  profit  was  2.60%  of  sales  and  4.16% 
of  net  worth. 

to^-Moidjhndus^ah  and  company  annual  reports.  Percentages  and  ratios  prepared  by  Harvard  Business 
School  staff. 


HAMILTON  WATCH  COMPANY  127 

consumer  demand,  and  Hamilton  showed  losses  for  the  first  six 
months.  In  August  the  management  decided  that  a  two-year  experi- 
mentia.  selling  direct  in  New  York  City  should  be  extended  nation- 
wide to  increase  sales  and  permit  meeting  competitive  dealer  discounts. 
That  same  fall  the  company  began  importing  17- jewel  Swiss  watch 
movements  to  sell  in  the  $35  to  $60  price  range  under  the  revived 
Illinois  trade  name. 

In  the  fall  of  1955  Mr.  Sinkler  employed  Mr.  Rufus  A.  Fulton 
who  took  office  as  marketing  vice  president  in  April,  1956,  after  clos- 
ing his  previous  business  (a  floor-covering  distributorship)  and  study- 
ing the  Hamilton  situation.  Prior  to  his  coming,  his  predecessor  was 
released  along  with  the  directors  of  sales  and  merchandising  and  one 
of  four  district  managers. ^Mr^Fulton  fired  two  district  managers  and 
halLthe  sales  ^orce-  Under  his  direction  the  Illinois  and  Hamilton  lines 
were  merged  to  save  promotion  money  and  prevent  confusion./ An 
export  department  was  started,  sales  made  to  South  America,  and  na- 
tional and  regional  sales  meetings  begun.  Looking  back  in  1959  Mr. 
Sinkler  said,  "If  I  had  to  pick  one  single  thing  I'd  done  as  president, 
it  would  be  putting  new  life  into  the  company  by  hiring  'Steamer' 
Fulton." 

Other  Watch  Developments.  Aside  from  changes  in  marketing 
personnel  and  policies,  major  developments  in  Hamilton's  watch  busi- 
ness through  1957  included  purchase  of  a  case-producing  company, 
marketing  of  an  electric  watch,  and  a  technical  assistance  agreement 
with  a  Japanese  firm.  The  first  of  these  moves  was  made  in  August, 
1951,  when  the  company  acquired  Ralph  W.  Biggs  and  Company  of 
Stamford,  Connecticut,  a  fine  casemaker  and  merchandiser  of  diamond- 
set  watches.  To  help  finance  this  purchase  and  the  building  of  a  new 
defense  assembly  plant,  Hamilton  borrowed  $1.7  million  throug 
long-term  bank  notes. 

The  electric  watch  was  placed  on  the  market  in  ^January,  1957, 
after  ten  years  of  research,  and  management  considered  this  move  the 
most  significant  event  since  the  diversifications  occurring  in  1955.  In 
this  conventionally  sized  man's  watch,  a  small  electric  cell  the  size 
of  a  shirt  button  was  substituted  for  the  mainspring.  The  cell,  which 
required  annual  replacement,  periodically  energized  a  coil  fastened  to 
the  balance  wheel  which  interacted  with  the  magnetic  fields  of  perma- 
nent magnets  attached  to  the  frame  of  the  watch  and  moved  the  balance 
wheel  in  its  timing  cycle.  The  balance  wheel  moved  the  hands  through 
an  indexing  device.  The  watch  was  more  accurate  than  stem-wound 
ones  because  constant  power  was  delivered  to  the  balance  wheel. 
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Only  small  lots  of  the  electric  watch  were  produced,  although  costs 
were  sufficiently  reduced  to  permit  offering  a  lower-priced  line  in 
1957.  One  executive  commented  in  1959,  "The  electric  watch  is  a 
prestige  item  and  a  fine  advertisement  for  Hamilton,  but  we're  not 
pushing  its  sale  until  we  can  manufacture  it  economically."  Another  v7 
executive  said,  "Several  people  think  Mr.  Sinkler  made  the  electric 
watch  announcement  prematurely  because  he's  so  eager  to  push 
Hamilton  ahead;  however,  if  he  hadn't  pushed  engineering,  they'd 
probably  still  be  tinkering  with  it." 

Also  in  1957  Hamilton  signed  an  agreement  with  a  Japanese  manu- 
facturer of  clocks,  water  meters,  gauges,  and  similar  products.  In 
1953  this  firm  had  obtained  some  watch  machinery  from  Switzerland 
in  order  to  produce  fuses  for  the  United  States  government  under  the 
offshore  procurement  program.  The  firm's  representative  showed  Mr. 
Sinkler  a  list  of  the  extra  machines  needed  to  produce  watches.  When 
a  promise  was  obtained  from  MACHOR3  to  deliver  these  machines, 
Hamilton  agreed  to  supply  needed  drawings,  tools,  training,  and 
12  man-months  of  assistance  in  return  for  a  5%  royalty  on  all  watches 
sold  and  exclusive  distribution  rights  in  the  Western  Hemisphere.  By 
the  time  MACHOR  discovered  that  the  Japanese  firm  was  actually 
going  to  produce  watches,  most  of  the  machinery  had  been  delivered 
and  the  rest  was  obtained  from  France. 

DIVERSIFICATION 

The  year  1950  was  the  last  that  Hamilton  concentrated  on  watches; 
thereafter  it  aimed  at  diversification.  Its  previous  experience  with  dif- 
ferent products  was  limited  to  a  small  output  of  tachometers  and  simi- 
lar devices  between  1915  and  1930,  electric  clocks  between  1925  and 
1931,  and  World  War  II  defense  production. 

In  1950  Hamilton's  management  decided  to  stay  in  the  defense 
business,  and  in  July,  1951,  it  broke  ground  for  a  20,000-square-foot 
defense  assembly  plant  near  Lancaster.  Following  the  first-half  loss 
in  1952,  defense  business  was  increased,  reaching  $5  million  for  the 
year,  of  which  $3.5  million  was  in  time  fuses  and  the  rest  in  small 
precision  parts. 

Other  possibilities  for  diversification  were  explored  in  1952,  includ- 
ing an  electric  timer  and  industrial  uses  for  company-produced  spring 
alloys.  Since  1950,  outside  companies  had  been  coming  to  Hamilton 
with  problems  pertaining  to  alloys  and  miniature  precision  parts.  In 


3  A  Swiss  organization  that  made  all  agreements  for  watch  machinery  rentals. 
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addition,  Hamilton's  miniature  steel  mil  ^designed  to  roll  alloys  for 
hair  and  mainsprings^was  utilized  only  35%:  Accordingly,  in  1953, 
when  restrictions  on  alloy  producno^wefe  lifted,  the  company  began 
to  take  commercial  orders  for  special  alloys  and  processed  strip  and 
wire.  Also  in  1953,  with  the  encouragement  of  President  Luckey,  the 
company  took  orders  for  miniature  precision  parts;  customers  included  /I 
Eastman  Kodak,  Sperry  Gyroscope,  Olympic  Radio,  RCA,  York  Air 
Conditioning,  and  General  Electric.  These  parts  were  sold  through  a 
newly  created  Allied  Products  Division. 

In  1954  when  Mr.  Sinkler  became  president,  he  intensified  the 
search  for  diversification  possibilities.  Hamilton  executives  started  ex- 
amining "hundred  of  companies"  with  facilities  that  could  be  joined 
with  Hamilton's  development  and  production  skills  in  the  miniaturiza- 
tion field.  In  addition,  sales  engineers  visited  over  1,400  firms  taking 
orders  for  metals,  processing,  and  precision  parts. 

The  diversification  hunt  was  spurred  by  a  drop  in  defense  contracts 
and  a  shift  from  hardware  production  to  research  and  development, 
reflecting  the  armaments  trend  from  guns  to  guided  missiles.  For  ex- 
ample, fuse  sales  dropped  from  $14.7  million  in  1953  to  $13.9  million 
in  1954,  to  $8  million  in  1955,  to  $4.3  million  in  1956,  and  to  zero 
in4957. 

With  three  diversifications  in  1955,  the  company  hunt  produced 
results.  First,  in  January  the  company  exchanged  treasury  stock  for 
the  Hathaway  Instrument  Company  of  Denver,  Colorado,  makers  of 
electric  and  electronic  measuring  and  control  instruments  such  as 
oscillographs,  strain  analysis  apparatus,  seismographs,  and  flight  test 
equipment.  The  stockholders  were  told  in  the  1954  Annual  Report 
that  Hamilton  entered  the  electronics  field  because  "this  fast-growing 
industry  provides  opportunities  for  new  and  profitable  use  of  the  pre- 
cision skills  and  facilities  we  now  have."  The  report  explained  that 
the  13-year-old  company  with  sales  under  $1  million  was  bought 
because: 

We  believe  that  the  combination  of  our  skills  with  the  electronic  experience 
of  the  Hathaway  organization  offers  the  ultimate  integrated  operation  for  this 
electronic  age.  Never  before  have  watch  manufacturing  skills  been  coupled  with 
pioneering  electronic  development.  We  are  confident  that  the  Hamilton-Hatha-  t 
way  combination  will  develop  new  and  unusual  miniature  electronic  and  electro- 
mechanical instruments  and  systems  for  both  industry  and  government. 

The  second  1955  diversification  was  an  automobile  clock.  An  in- 
ventor approached  the  company  with  patents  for  an_  improved  clock, 
but  Mr.  Sinkler  refused  to  buy  until  the  inventor  had  secured  a  major 
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automobile  customer  as  well.  This  was  done  in  late  1955,  and  clock 
deliveries  started  in  September,  1956.  Mr.  Sinkler  in  1959  regarded 
automobile  clocks  as  a  "cutthroat"  competition  with  the  other  two  re- 
maining manufacturers,  Borg  and  Westclox,  but  believed  "the  big 
three  auto  manufacturers  want  at  least  three  in  the  clock  business — 
anyway,  we  usually  get  one  third  of  a  car's  requirements."  When 
Hamilton  first  entered  the  auto-clock  field,  three  additional  competi- 
tors had  been  active  in  it,  including  General  Electric. 

The  final  1955  acquisition  was  a  precision  hole  gauge  called  Kwik- 
Chek.  Designed  for  machinists,  tool  and  die  men,  or  inspectors,  the 
gauge  measured  the  internal  diameters  of  round  holes  from  0.006  to 
0.383  of  an  inch.  Production  was  started  in  March,  1956.  V 

No  further  major  diversification  moves  were  made  in  1956  and 
1957,  according  to  Mr.  Sinkler.  A  small  direct-current  timer  was  pro- 
duced in  conjunction  with  the  auto-clock  project,  but  few  sales  were 
made.  The  metals  services  and  precision  products  registered  sales  and 
profit  increases,  but  the  market  for  Kwik-Chek  proved  far  smaller  than 
anticipated,  and,  while  the  Hathaway  Division's  sales  increased,  it  was 
not  profitable  until  1958. 

LONG-RANGE  PLANNING  REPORT 

In  the  late  fall  of  1957,  Mr.  Sinkler  and  his  top  executives  reviewed 
Hamilton's  experience  with  diversification,  examined  competitors' 
approaches  to  it,  and  in  January,  1958,  wrote  a  report,  excerpts  from 
which  are  given  below: 

Policy  and  Plans 

This  report  is  the  first  step  in  a  program  of  long-range  planning  for  the 
Hamilton  Watch  Company.  We  are  attempting  to  review  where  we  have  been, 
where  we  are  going,  and  what  policies  and  plans  are  necessary  to  get  us  there. 

This  is  the  first  step  in  a  continuing  program,  and  is  not  to  be  considered  as 
a  static  five-year  plan.  We  have  to  recognize  this  as  just  a  starting  point.  The  pro- 
gram— and  the  frame  of  mind  that  goes  with  it — are  the  important  initial  ac- 
complishments. 

Such  a  dynamic  plan  must  be  reviewed  and  restated  at  least  once  a  year.4  Once 
adopted  and  kept  current,  this  plan  will  become  the  vehicle  through  which  the 
management  of  the  Hamilton  Watch  Company  can  realize  our  ambitions  for  the 
company. 

Just  five  years  ago,  the  only  product  of  our  company  was  jeweled  watches, 
manufactured  in  Lancaster.  The  sale  of  watches  still  represents  79%  of  our  busi- 


4  By  1959  personnel  policies  and  organizational  manuals  had  been  written  up,  but  the 
report  itself  had  not  been  reviewed. 
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ness  and  is  the  backbone  of  our  company.  Therefore,  a  review  of  the  watch  mar- 
ket during  the  years  since  World  War  II  is  essential  to  establish  the  base  on 
which  plans  for  the  future  are  to  be  built. 

The  review  showed  graphically  that  except  during  depression  years 
and  World  War  II,  total  United  States  watch  consumption  closely  fol- 
lowed population  growth;  that  no  more  jeweled  watches  were  being 
sold  in  1957  than  in  1947;  that  the  apparent  consumption  of  jeweled 
watches  followed  the  rising  Gross  National  Product  trend  through 

1953  when  jeweled  watch  consumption  fell  rapidly  and  then  leveled 
off  from  1954-57;  that  the  increase  in  watch  sales  since  1954  was  al- 
most entirely  from  pin  levers;  that  domestic  jeweled  lever  production 
had  dropped  rapidly  since  1951  and  reached  a  low  point  in  1957 
while  imports  slumped  in  1953;  that  Hamilton  sales  declined  from 

1954  to  1957;  and  that  in  terms  of  units,  Hamilton's  share  of  the  total 
watch  market  and  the  jeweled  watch  market  declined  25%  and  16%, 
respectlveiyrfcetween  1947-57.  The  following  conclusions  were  stated: 

1.  Projections  of  sales  in  the  United  States  market  for  the  watch  industry 
based  upon  natural  growth  in  our  general  economy  are  not  valid — the  watch 
market  itself  has  not  been  keeping  pace  with  the  growth  of  our  economy.5 

2.  There  is  no  future  growth  for  the  manufacturing  of  stem- wound  watches 
in  the  United  States. 

3.  The  bulk  of  the  watches  sold  in  our  price  range  are  sold  through  jewelry 
stores  [and  owned  or  leased  jewelry  departments  of  department  stores}. 

4.  Another  United  States  market  exists  in  the  watch  field  with  distribution 
through  completely  different  channels  from  jewelry  stores,  and  sold  on  an  en- 
tirely different  basis  from  high-quality  watches. 

General  Economic  Assumptions 

Any  plans  for  the  future  must  be  based  on  certain  basic  assumptions  as  to  the 
general  economy.  These  assumptions  are: 

1.  General  prosperity  will  continue  in  the  United  States  with  a  very  gradual 
increase  in  the  economy  which  will  turn  sharply  upward  during  the  mid-1960's 
and  will  carry  us  to  new  high  levels  of  economic  prosperity.  This  sharp  upswing 
will  result,  primarily,  from  an  increasing  population  which  will  provide  expand- 
^jingmarkets  and  new  levels  of  employment  to  satisfy  consumer  demands. 
"^2L,  There  will  be  no  major  war  or  military  effort  in  the  immediate  future.- 
3.  Foreign  trade  will  continue  to  increase  in  volume  with  the  general  trend 
toward  freer  trade  on  the  part  of  the  United  States.6 

  ftSyS' 

5  On  reading  this  statement  in  June,  1959,  Mr.  Sinkler  laughed  and  said,  "Our  domestic 
sales  have  increased  45%  in  the  first  five  months  of ( 1959  over  1958.  We  had  back  orders 
much  earlier  than  usual  and  were  generally  caught  flat-footed.  Still,  the  statement  is 
generally  true." 

6  Mr.  Sinkler  said  in  June,  1959,  "I  don't  think  this  free  trade  will  continue  for  long, 
although  I  don't  know  when  the  change  will  come." 


r  V 
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General  Plans 

Watches: 

1.  The  Hamilton  watch  line  should  be  marketed  as  a  quality  watch  using  the 
traditional  methods  of  distribution  with  emphasis  on  quality  and  profit.  One  of 
our  problems  is  to  define  the  quality  watch  market,  and  then  our  objective  must 
be  to  merchandise  the  Hamilton  watch  line  within  that  market,  The  quality 
watch  line  will  be  built  with  watches  from  all  sources,  imported  and  domestic. 

2.  In  order  to  diversify,  even  within  the  watch  industry,  and  to  obtain  the 
volume  possible  with  popular-priced  merchandise,  we  must  study  the  possibility 
of  developing  or  acquiring  another  brand  name  which  we  can  use  on  watches  to 
be  sold  at  the  popular  lower-price  levels,  with  distribution  policies  that  cover  all 
possible  desirable  outlets.  Sales  of  this  brand  of  watch  should  be  handled  sepa- 
rately from  the  Hamilton  brand — probably  through  a  wholly  owned  subsidiary 
with  a  name  other  than  Hamilton.  Watches  for  this  line  can  be  obtained  from 
Switzerland,  from  Japan,  from  Germany,  or  any  other  source  that  will  produce 
competitive  merchandise  at  the  popular  low-priced  levels. 

3.  There  are  many  benefits  to  be  derived  from  maintaining  manufacturing 
facilities  in  the  United  States:  (1)  the  Hamilton  line  of  watches  will  be  unique 
and  may  be  better  merchandised  because  of  this;  (2)  manufacturing  operations 
will  maintain  a  pool  of  skills  for  servicing  technological  assistance  agreements 
or  licensing  agreements  with  other  countries;  (3)  a  company  gains  stability  by 
having  manufacturing  facilities  in  the  United  States;  (4)  even  with  ownership 
or  effective  control  of  foreign  facilities,  a  domestic  plant  is  essential  to  provide 
company  continuity  during  war  or  other  unsettled  world  conditions.  We  must, 
therefore,  maintain  the  domestic  watchmaking  facilities. 

4.  Recognizing  that  an  increase  in  the  production  of  watch  movements  in 
the  United  States  can  only  occur  because  of  the  development  of  the  electric 
watch,  it  is  our  determination  to  defend  the  electric  watch  patents  to  the  fullest 
extent  possible,  to  concentrate  research  efforts  on  designing  an  improved  man's 
movement  and  the  first  ladies'  electric  movement,  and  generally  to  stay  ahead  of 
the  industry  in  the  development  of  this  product. 

5.  Since  our  competitors  who  own  Swiss  plants  can  obtain  watch  move- 
ments at  substantially  lower  cost,  it  is  our  intention  to  obtain  Swiss  facilities  to 
improve  our  competitive  position  with  imported  watches.  Without  this,  we  can- 
not successfully  continue  competition  in  the  middle-  and  lower -price  ranges. 

6.  Growth  of  the  watch  business  for  Hamilton  in  the  United  States  can  only 
come  from  obtaining  a  larger  share  of  a  fairly  static  market.  Therefore,  increased 
attention  will  be  given  to  exploiting  foreign  markets. 


Other  Products 

A  concentrated  effort  is  to  be  made  to  develop  new  products  that  can  be 
manufactured  with  the  skills  and  facilities  that  now  exist  in  our  factory,  adding 
new  skills  and  new  equipment  when  necessary,  or  which  can  be  procured  from 
outside  sources,  and  be  distributed  at  a  profit  by  either  our  consumer  or  our 
industrial  marketing  divisions. 


W.  40' 
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General  Policies 
As  we  develop  our  objectives  and  plans,  there  are  certain  basic  policies  that 
we  cannot  violate.  These  policies  can  be  stated  in  three  separate  categories:  peo- 
ple, products^  and  jSMfts. 

As  to  people,  it  is  the  policy  of  our  company — 

1.  To  give  continuous  attention  to  the  proper  selection,  placement,  and  de- 
velopment of  employees  and  to  cultivate  a  pride  of  workmanship  and'  achieve- 
ment in  all  members  of  the  company  .... 

#     *     *     #  # 

As  to  products,  it  is  the  policy  of  our  co?npany — 

1.  to  offer  both  consumer  and  industrial  products.  Consumer  products  will 
be  primarily  watches  and  related  products  manufactured  here  or  in  any  other  part 
of  the  world.  Industrial  products  will  be  primarily  those  manufactured  in  our 
own  plants,  not  usually  offered  in  finished  form  to  a  consumer  through  a  retail 
outlet. 

2.  To  maintain  the  quality  of  every  product  which  shall  be  high  for  the  par- 
ticular market  and  price  range  for  which  it  is  designed. 

3.  To  establish  marketing  functions  to  provide  separate  organizations  for  the 
marketing  of  consumer  products  and  industrial  prolucts. 

As  to  profits,  it  is  the  policy  of  our  company — 

1.  To  establish  prices  and  maintain  operating  efficiencies  to  provide  our  cus- 
tomers with  maximum  value,  and  to  have  as  our  objective  profits  (after  taxes) 
on  an  average  of  8%  on  our  shareholders'  equity  in  the  business,  with  a  mini- 
mum of  5  % . 

2.  To  maintain  a  dividend  policy  that  will  provide  a  level  return  from  year 
to  year  to  our  shareholders  which  will  average  one  half  the  net  earnings,  the  bal- 
ance to  be  retained  and  used  in  the  expansion  of  our  facilities  and  the  genera- 
tion of  future  growth. 

3.  ^"TKmeasure  the  performance  of  each  division  of  the  company  by  the  re- 
turn on  the  net  investment  assigned  to  that  division. 

The  report  then  discussed  plans  for  each  area  of  the  business.  These  f 
included  the  1958  product  mix,  importation  of  Japanese  gauges  to  \ 
complement  the  Kwik-Chek,  plans  for  introducing  a  cordless  electric 
clock  to  jewelers  and  industrial  users,  a  proposal  to  import  and  market 
a  small  transistor  radio,  and  ideas  for  expanding  metal  products  work. 

Finally,  the  report  defined  in  detail  the  duties  and  reponsibilities  of 
the  president,  the  operating  committee,  and  each  division  head  report- 
ing to  the  president. 

After  top  management  had  reviewed  the  report,  a  new  products  com-  it* 
mittee  was  formed  under  the  chairmanship  of  the  manufacturing  vice 
president  with  representatives  from  each  functional  area.  The  commit-  Q 

—  v 
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tee  met  on  an  average  of  1 V2  hours  per  week  and  discussed  the  feasibil- 
ity of  product  proposals  from  company  personnel  or  outsiders  and  made 
suggestions  to  the  director  of  physical  research  on  promising  areas  or 
items  for  further  investigation.  According  to  one  member,  up  to  1959 
the  committee  had  turned  down  most  ideas;  for  example,  the  proposal 
to.  import  cased  or  uncased  transistor  radios  was  feasible  in  terms  of 
marketing  and  production  requirements,  but  the  estimated  return  was 
no  greater  than  what  a  wholesaler  received. 

THE  SITUATION   IN  JUNE,  1959 

Looking  back  in  June,  1959,  Mr.  Sinkler  thought  his  diversification 
program  had  been  successful  on  the  whole.  Defense  research  contracts 
(on  items  such  as  safety  and  arming  devices,  under  the  rocket  and  mis- 
sile program)  kept  Hamilton  in  touch  with  government  requirements 
around  a  break-even  basis,  but  precision  parts  and  metals  processing 
had  proved  profitable.  Hathaway 's  volume  had  risen  to  almost  $5  mil- 
lion and  was  profitable,  but  Mr.  Sinkler  said  he  might  sell  the  company 
for  a  good  offer.  /  * 

It's  just  a  very  different,  fluctuating,  feast  or  famine  business.  We  had  hopes 
of  making  electromechanical  gadgets  here  in  Lancaster,  but  we  can't  compete 
with  the  electronic  specialists  or  the  floaters.  Denver  is  too  far  away  for  us  to 
effectively  control  the  operation  ...  the  manager  says  he  had  to  cut  manpower 
from  500  to  250,  and  we  have  to  back  him  up  blindly.  It  just  takes  a  lot  of  our 
time  worrying  about  the  damn  thing. 

The  Kwik-Chek  gauge  sales  were  disappointing,  but  Mr.  Sinkler 
had  hopes  that  the  new  Japanese  dial  indicator  gauges  would  be  more 
successful.  The  cordless  electric  clock  was  still  in  the  development 
stage. 

Future  diversification  would  continue  to  utilize  Hamilton's  market- 
ing or  production  capabilities.  Mr.  Sinkler  thought  the  company's  40 
salesmen  could  sell  a  variety  of  other  products  such  as  imported  china, 
glassware,  silver,  or  electric  shavers.  Hamilton  already  made  cutter 
heads  for  a  major  electric  razor  manufacturer.  Industrial  products  or 
components  could  be  sold  through  the  35  manufacturer's  representa- 
tives handling  the  gauge  line  or  through  the  timer  and  cordless  clock 
salesmen,  the  five  Hathaway  salesmen,  or  the  two  product  managers 
for  metals  processing. 

Watches  had  been  and  were  to  continue  to  be  the  major  portion  of 
Hamilton's  business,  according  to  Mr.  Sinkler.  "There  is  not  a  single 
product  of  personal  use  that  always  is  used  everywhere  in  the  same 
form  as  a  watch,"  he  said.  With  a  boost  from  the  high-priced  ($89.50 
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and  up  retail)  electric  watches,  domestic  watch  production  accounted 
for  two  thirds  of  company  watch  sales  and  37%  of  total  sales  in  the 
first  quarter  of  1959.  Sales  of  watches  with  imported  movements  were 
about  19%  of  the  total,  and  the  supply  of  movements  was  assured  with 
the  purchase  in  April,  1959,  of  one  of  Hamilton's  three  suppliers.  Mr. 
Sinkler  commented: 

During  1955  we  met  with  representatives  of  FH7  in  France  and  America  to 
try  to  persuade  them  to  let  us  own  and  operate  a  plant,  but  we  made  no  headway. 
Finally  in  1958  FH  granted  us  the  first  license  since  1933  for  a  foreign  owned 
and  operated  plant.  Probably  they  were  persuaded  by  the  fact  that  we  had  a  foot- 
hold in  Japan.  Then  we  had  to  find  a  company  to  buy.  Fortunately  for  us,  one  of 
our  suppliers  had  been  run  since  1957  by  the  son  of  the  owner  who  did  not  want 
to  continue  arguing  with  the  seven  other  stockholders  about  how  to  run  a  small 
company.  With  a  little  gentle  guidance  from  our  representative,  his  new  father- 
in-law,  he  sold! 

With  facilities  at  home  and  abroad,  Mr.  Sinkler  thought  Hamilton  ' 
was  in  an  ideal  position: 

We've  spent  too  much  money  trying  to  prove  our  case  of  the  defense  essen- 
tiality of  the  watch  industry  and  the  need  for  government  support  and  tariff 
protection.  The  1958  O.D.M.8  report  killed  the  issue.  Whether  the  free  traders 
or  the  protectionists  win,  we  have  a  source  of  supply,  and  from  a  company  view- 
point it  makes  no  difference. 

The  company  planned  to  continue  domestic  manufacture  of  electric 
and  regular  watches  of  17  or  more  jewels  and  to  import  17-jeweled- 
lever  movements.  Sources  would  not  necessarily  be  restricted  to  Switzer- 
land and  Japan  but  might  include  other  countries  with  low  wage  rates, 
such  as  Germany  or  India.  Hamilton  management  doubted  the  feasi- 
bility of  Elgin's  plan,  announced  June,  1959,  to  make  a  17-jewel  ladies' 
wrist  watch  to  retail  at  $19-95,  "the  lowest  price  ever  achieved  for  a 
jeweled  watch  manufactured  in  this  country,"9  and  did  not  intend  to 
follow  suit.  "It's  ouropinion  that  you  cannot  successfully  sell  under  a 
single  name  two  qualities  of  product,  and  if  you  try,  you  will  fail  at 
both,"  Mr.  Sinkler  explained.  Management  was  proud  of  its  advertised 
claim  that  more  Hamiltons  were  used  for  presentation  than  all  other 
makes  combined  and  attributed  this  situation  solely  to  the  maintenance 
of  a  high-quality  product. 

Imported  watches  proved  more  profitable  than  those  produced  do- 

7  Swiss  association  of  assemblers  and  integrated  manufacturers  that  supervised  collective 
agreements  and  pricing. 

8  Office  of  Defense  Mobilization. 

9  The  Wall  Street  Journal,  June  15,  1959. 
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mestically  under  conditions  of  declining  volume.  Comparative  percent- 
age returns  on  net  divisional  capital  (net  working  capital  plus  net 
plant)  were  reportedly  as  follows: 


Year 

Domestic  Division 

Import  Division 

1951  

5.2% 

1952  

3.2 

1953  

2.8  / 

0.1%  (first  year) 

1954  

2.2  / 

3.0 

1955  

5.7  / 

3.9 

1956  

9.0 

12.1 

1957  

6.6 

10.5 

1958  

3.6 

8.0 

-1 

f 


Typically,  other  divisions  showed  a  higher  rate  of  return  than  the 
Domestic  Watch  Division. 

Hamilton's  merchandising  and  distribution  policies  for  watches  were 
to  remain  unchanged  except  that  management  planned  to  increase  ex- 
ports. For  example,  when  the  Japanese  associate  started  producing 
watches,  Hamilton  would  sell  them  first  in  South  America.  Domesti- 
cally, the  company  was  to  continue  its  original  policy  of  selling  quality 
watches  only  to  reputable  jewelers  and  watch  dealers  with  no  quantity 
or  other  discounts.  In  contrast,  Elgin  restricted  only  its  $50  and  up 
Lord  and  Lady  Elgin  models  to  jewelry  stores  and  sold  its  other 
watches  to  an  increasing  variety  of  outlets  including  furniture  stores. 
A  Hamilton  executive  commented  in  The  Wall  Street  journal,  "We'd 
be  on  three  shifts  tomorrow  if  we  chose  to  sell  through  as  many  retail- 
ers as  Elgin.  In  the  long  run  our  product  would  get  kicked  around  be- 
cause it's  built  up  a  prestige  name  through  the  years,  and  we'd  be 
hurt."10 

STOCK  CONTROL 

Mr.  Sinkler  was  afraid  in  1959  that  Hamilton's  slow  rate  of  diversi- 
fication and  expansion  made  the  company  liable  to  a  stock  raid.  The 
first  attempt  by  outsiders  to  achieve  control  of  the  company  started  in 
1952  when  the  Benrus  Watch  Company  had  acquired  92,200  shares, 
or  almost  24%,  of  Hamilton  common  stock.  A  group  of  19  Hamilton 
shareholders,  with  the  help  of  Hamilton's  general  counsel,  Richard  J. 
Blakinger,  and  Mr.  Sinkler,  who  was  then  manufacturing  vice  presi- 
dent, started  a  ten-year  voting  trust  into  which  they  and  others  de- 
posited their  shares.  Within  30  days  the  trust  had  almost  40%  of 
Hamilton's  shares.  In  February,  1953,  Hamilton  filed  a  complaint 

10  Ibid. 


s 
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under  Section  7  of  the  Clayton  Act  to  enjoin  Benrus,  a  competitor, 
from  participating  in  the  management  of  Hamilton.  Thanks  to  careful 
preparation  of  the  case,  Messrs.  Blakinger  and  Sinkler  got  first  an  in- 
junction and  then  a  consent  decree  prohibiting  Benrus  from  buying  or 
voting  stock  or  soliciting  proxies.  Finally  in  May,  1954,  Benrus  sold  its 
stock  to  Hamilton  for  $1.3  million. 

In  June,  1959,  there  were  358,343  Hamilton  common  shares  out- 
standing of  which  203,526  were  selling  for  $22.25  on  the  New  York 
exchange  and  154,817  voting  trust  shares  were  selling  for  $18.50  on 
the  Philadelphia  exchange.  Book  value  per  share  was  $37.09;  dividends 
for  1958  were  $0.80  a  share. 

Appendix  A 

Competitors'  Diversification 
Until  1957  the  Hamilton  Watch  Company  had  three  competitors  in 
the  field  of  domestic  jewel-lever  watch  production:  The  Elgin  National 
Watch  Company,  the  Waltham  Watch  Company,  and  the  Bulova 
Watch  Company.  In  addition,  competition  came  from  domestic  as- 
semblers of  imported  Swiss-jeweled  watch  movements;  of  these,  the 
largest  were  Gruen  Industries,  Incorporated;  the  Benrus  Watch  Com- 
pany; and  the  Longines-Wittnauer  Watch  Company.  After  1950  all 
the  domestic  producers  and  some  of  the  assemblers  diversified  outside 
the  watch  industry. 

ELGIN 

This  company  started  diversifying  into  products  that  were  sold  either 
by  its  watch  salesmen  to  jewelry  and  watch  stores  or  by  manufacturers' 
representatives  to  industry.  After  World  War  II,  metalworking  plants 
started  to  buy  the  very  uniform  diamond  abrasive  compounds  Elgin  had 
developed  to  polish  jewels.  In  December,  1950,  Elgin  used  spare  cash 
to  buy  the  Wadsworth  Case  Company  of  Dayton,  Kentucky,  for  $2.7 
million,  and  got  an  assured  source  of  supply  for  high-quality  watch 
cases;  a  line  of  compacts,  cigarette  cases,  and  allied  products  to  be  sold 
to  the  jewelry  trade;  an  emblem  division  selling  insignia  and  name 
plates  to  industry;  and  a  brand  name  for  7-  to  17- jewel  Swiss  move- 
ments to  be  imported  in  1951.  The  next  year  Elgin  bought  a  Rhode 
Island  watch  bracelet  manufacturer,  the  Hadley  Company,  Inc. 

In  1953  Elgin's  management  decided  to  diversify  into  miniature 
electronic  components  and  precision  production  measuring  and  con- 
trolling instruments;  objectives  were  expansion,  improved  return  on 
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investment,  and  greater  long-term  operating  stability.  The  next  year 
Elgin  bought  three  companies,  two  of  which  were  California  manu- 
facturers of  subminiature  relays  that  were  to  increase  Elgin's  military 
production,  which  reached  20%  of  sales  in  1953.  The  third  acquisition 
was  the  American  Microphone  Company  of  Pasadena,  California, 
manufacturers  of  microphones,  phonograph  pickups,  cartridges,  and 
related  products.  Elgin  did  not  find  a  way  to  diversify,  as  planned,  into 
measuring  and  controlling  instruments. 

The  results  of  Elgin's  diversification  program  were  mixed,  according 
to  annual  reports.  The  Hadley  and  abrasives  divisions  showed  satisfac- 
tory sales  and  profits,  but  the  electronics  relay  division  lost  money  for 
three  years  before  earning  a  small  profit  in  1958,  while  the  micronics 
division  that  sold  miniaturized  devices  to  the  government  became  un- 
profitable in  1957  following  the  1956  decline  in  fuse  orders  but  broke 
even  in  1958.  Sales  of  the  Wadsworth  allied  products,  such  as  cigarette 
cases,  were  gradually  discontinued;  the  Wadsworth  emblem  division 
was  closed  in  1955  with  "considerable  losses,"  and  the  American  Micro- 
phone Company,  which  had  produced  "substantial  losses,"  was  sold  in 
1957.  The  Wadsworth  case  plant  closed  the  same  year.  These  results, 
coupled  with  declining  watch  sales,  produced  losses  of  $2.4  million 
plus  $4.6  million  in  special  charges  on  1957  sales  of  $31.1  million 
and  $1.8  million  in  1958  sales  of  $27  million. 

WALTHAM 

Diversification  failed  to  save  the  watch  business  of  the  oldest  domestic 
jeweled  watch  manufacturer,  Waltham.  The  company  tried  after  World 
War  II  to  upgrade  its  line  to  17  jewels  or  more  and  to  convert  from 
100%  war  production,  but  after  $2.4  million  in  losses  over  three  years, 
Waltham  went  through  two  reorganizations  and  bankruptcy.  Follow- 
ing the  second  reorganization  in  1952  the  company  started  importing 
17- jewel  movements,  diversified  into  instruments  (primarily  military 
clocks  and  gyroscopes ) ,  returned  to  watch  distribution  through  whole- 
salers, and  earned  $163,000  on  $5  million  in  sales.  Defense  cutbacks 
contributed  to  a  1954  loss,  and  after  changes  of  management  in  1955 
and  1956  and  a  loss  in  1956,  the  watch  end  of  the  business  was  spun 
off  in  July,  1957.  Henceforth,  the  company  was  to  concentrate  on  in- 
struments. 

BULOVA 

This  company  had  watch  manufacturing  facilities  in  Switzerland 
since  1919  and  in  America  since  1931.  Before  World  War  II  Bulova 
sold  watches  under  its  own  brand  and  also  sold  a  lower-priced  im- 
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ported  line  under  another  name.  This  line  was  revived  during  1952-55 
and  in  1959  was  again  under  consideration.  In  July,  1959,  the  company 
announced  for  I960  an  electronic  wrist  watch  that  eliminated  both 
mainspring  and  balance  wheel.11 

In  1952  Bulova  diversified,  its  first  new  product  being  a  clock 
radio.  The  annual  report  stated  that  the  Bulova  name  means  "quality, 
precision,  reliability.  And  these  attributes  can  properly  be  transferred 
to  new  products — products  which  extend  the  reputation  and  craftsman- 
ship of  Bulova  to  new  fields."  The  clock  radio  was  followed  by  a 
portable  in  1953  and  a  table  model  in  1954;  by  1958  radios  were 
about  10%  of  total  sales.  In  1955  Bulova  tried  to  gain  control  of 
Tiffany  and  Company  to  use  the  name  for  silver  and  other  products 
such  as  watches;  however,  the  plans  were  frustrated  by  the  Tiffany 
management,  and  Bulova  ended  up  with  control  of  only  34%  of  the 
stock. 

Two  years  later  came  Bulova's  second  diversification,  an  electric  1 
razor.  This  product  was  designed  to  give  Bulova  "an  even  wider  and 
sounder  base  for  leadership  in  the  jewelry  business."  Results  were  dis- 
appointing because,  according  to  company  officials,  Bulova  could  not 
advertise  it  sufficiently,  would  not  cut  price,  and  the  expensive  lawn- 
mower-type  blades,  while  nonirritating  and  capable  of  shaving  closely, 
were  slow  and  would  not  rapidly  shave  a  heavy  beard.  In  1959  other 
products  sold  through  jewelry  stores  included  a  line  of  portable  stereo- 
phonic record  players. 

Defense  and  industrial  products  provided  additional  diversification. 
Defense  products,  which  included  a  variety  of  safety  and  arming  de- 
vices, microminiature  parts,  and  photographic  systems,  reached  a  peak 
of  $28  million  in  1955,  before  dropping  steadily  to  about  $12  million 
in  1958;  however,  General  Omar  Bradley,  chairman  of  Bulova,  hoped 
to  have  $50  million  in  defense  business  within  three  years.  The  com- 
pany also  made  precision  parts  and  did  metals  processing  for  other 
firms.  The  Annual  Report  for  fiscal  1958  stated  that  the  electronics 
division  had  increased  its  sales  approximately  50%  over  the  preceding 
year,  adding  that  "a  number  of  operational  missiles  are  using  Bulova 
.  .  .  devices." 

LONGINES-WITTNAUER 

This  company  in  1958  imported  watch  movements  for  assembly  and 
produced  a  complete  line  of  chronographs  and  timers.  It  also  made 
aviation  clocks,  specialities,  and  instruments.  As  subsidiary  company 


11  The  Wall  Street  Journal,  July  29,  1959. 
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manufactured  35  mm.  cameras,  an  8  mm.  motion  picture  camera  and 
projector,  and  fuses  for  army  missiles.  A  loss  was  reported  on  the 
camera  business  for  1957  but  not  for  195 8. 12 

GRUEN 

This  company,  formerly  the  Gruen  Watch  Company,  assembled 
watch  movements  imported  from  Switzerland.  After  World  War  II, 
it  also  briefly  experimented  with  producing  watch  movements  in  a 
United  States  plant.  During  the  1950's  it  engaged  in  defense  produc- 
tion. Additional  diversification  occurred  in  March,  1956,  when  the 
company  purchased  a  60%  interest  in  the  L.  E.  Waterman  Pen  Com- 
pany, Ltd.,  Canada,  which  manufactured  pens,  mechanical  pencils,  and 
ink  for  sale  in  the  United  States  and  abroad.  Through  divisions  and 
subsidiaries,  Waterman  also  engaged  in  defense  production,  for  exam- 
ple, missile  test  equipment,  timing  assemblers,  jet  instrumentation,  and 
aircraft  antiskid  devices.  In  November,  1956,  the  interest  in  Waterman 
was  sold  by  Gruen. 

Between  March  31,  1957,  and  December  31,  1958,  Gruen's  surplus 
account  declined  from  $5.2  million  to  a  negative  figure  of  $498,906. 
In  1959  a  $1.5  million  loan  was  obtained  through  the  issue  of  6% 
subordinate  convertible  notes,  proceeds  to  be  used  for  working  capital. 

BENRUS 

According  to  Moody's  Industrials,  Benrus  reported  no  diversifica- 
tion after  1950  until  1956  when  it  acquired  the  PIC  Design  Corpora- 
tion and  reported  the  production  of  components  for  the  Navy's  guided 
missile  program. 

12  1959  Moody's  Industrials,  1959  Standard  &  Poor's  Daily  News. 
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1  The  cases  in  this  section  were  prepared  by  Mr.  Bruce  R.  Scott  under  the  direction  of 
Professor  C.  Roland  Christensen. 
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In  February,  1958,  Midway  Foods  Corporation  produced  three  prin- 
cipal items:  two  packaged  food  products  and  its  Midway  brand  of 
candy  bar.  In  addition  it  purchased  from  Sherwood  and  Company,  Ltd., 
of  England  its  Robin  Hood  brand  of  candy  bar  for  resale  in  the  Ameri- 
can market.  Since  candy  sales  accounted  for  most  of  Midway's  volume, 
the  company  was  basically  a  competitor  in  the  candy  subdivision  of 
the  food  industry.  And  since_bothia^utili2ed  chocolate  as  a  principal 
ingredient,  in  a  more  direct  sense  Midway  was  a  competitor,  in  the 
chocolate-bar  segment  of  the  candy  industry. 

The  Candy  Industry 

In  1957  total  candy  sales  in  the  United  States  were  over  $1  billion 
(Exhibit  1),  with  package  goods  (plain  and  fancy)  accounting  for 

Exhibit  1 

MIDWAY  FOODS  CORPORATION  (A) 
United  States  Production  of  Candy  and  Per  Capita  Consumption 


1957 
1956 
1955 
1954. 
1953. 
1952. 
1951. 
1950. 
1949. 
1948. 
1947. 
1946. 
1945. 
1944. 
1943. 
1942. 
1941. 
1940. 
1939. 


VOLUM] 


Total  Pounds 
(in  Millions) 


2,769 
2,625 
2,542 
2,606 
2,718 
2,705 
2,669 
2,784 
2,594 
2,673 
2,603 
2,438 
2,562 
2,804 
2,561 
2,519 
2,536 
2,225 
2,050 


Manufacturers'  Sales  Value 


Source:  U.S.  Department  of  Com: 


Per  Capita 
Pounds 

Total  Dollars 
(in  Millions) 

Per  Capita 
Dollars 

Average  Value 
per  Pound 
in  Cents 

16.3 

$1,062 

$6.25 

38.4«< 

15.8 

1,005 

6.05 

38.3 

15-5 

965 

5.88 

38.0 

16.1 

977 

6.04 

37.5 

17.1 

996 

6.24 

36.6 

17.3 

986 

6.28 

36.4 

17.3 

965 

6.25 

36.2 

18.4 

924 

6.09 

33.2 

17.3 

875 

5.88 

33.7 

18.2 

1,001 

6.84 

37.5 

18.1 

956 

6.57 

36.7 

17.3 

687 

4.84 

28.2 

18.7 

620 

4.47 

24.2 

20.5 

658 

4.81 

23.5 

19.0 

575 

4.26 

22.4 

18.7 

490 

3.64 

19.5 

19.0 

403 

3.05 

15.9 

16.9 

336 

2.55 

15.1 

15.7 

308 

2.36 

15.0 

v 
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35.9%;  bulk  chocolates,  16.7%;  chocolate  bars,  33-9%;  and  other  can- 
dies, 13.5%.  While  package  goods  (particularly  plain  goods)  had 
taken  an  increasing  market  share  since  the  war,  chocolate  bars  had 
accounted  for  a  decreasing  share  until  1957.  Total  dollar  sales  of  the 
candy  industry  had  grown  less  than  5%  between  1947  and  1956, 
and  chocolate-bar  sales  had  declined  30%  during  the  same  period 
from  the  all-time  peak  of  $486  million  (Exhibit  2). 


Exhibit  2 


1957. 
1956. 
1955. 
1954. 
1953. 
1952. 
1951. 
1950. 
1949. 
1948. 
1947. 
1946. 
1945. 
1944. 
1943. 
1942. 
1941. 
1940 . 
1939 


MIDWAY  FOODS  CORPORATION  (A) 
Industry  Candy  Sales  by  Major  Types 
(Dollars  in  Thousands) 


Sales 


$1,062,000 
1,005,000 
965,000 
977,000 
996,000 
986,000 
965,000 
924,000 
875,000 
1,001,000 
956,100 
687,000 
620,000 
658,000 
575,000 
490,000 
403,224 
336,000 
308,000 


Package  Goods 
(Plain  and  Fancy) 


Sales 


$381,258 
359,790 
305,905 
289,192 
288,840 
277,066 
241,250 
209,748 
186,375 
206,206 
160,608 
100,302 
88,040 
76,986 
55,775 
53,410 
44,355 
33,936 
31,724 


35-9 
35.8 
31.7 
29.6 
29.0 
28.1 
25.0 
22.7 
21.3 
20.6 
16.8 
14.6 
14.2 
11.7 
9.7 
10.9 
11.0 
10.1 
10.3 


Bulk 
Chocolate 


Sales 


$177,354 
171,855 
169,840 
174,883 
176,292 
178,466 
188,175 
188,496 
170,625 
181,181 
199,804 
135,339 
119,660 
136,206 
138,575 
143,570 
128,628 
111,552 
105,028 


% 

16.7 

17.1 

17.6 

17.9 

17.7 

18.1 

19.5 

20.4 

19.5 

18.1 

20.9 

19.7 

19.3 

20.7 

24.1 

29.3 

31.9 

33.2 

34.1 


Chocolate 
Bars 


Other  1^,  5{5, 
and  10(4  Goods 


Sales 

$360,018 
338,685 
334,855 
356,605 
384,456 
378,624 
383,105 
396,396 
387,625 
478,478 
485,648 
366,858 
332,940 
346,108 
274,850 
203,840 
153,225 
124,992 
108,416 


33.9 

33.7 

34.7 

36.5 

38.6 

38.4 

39.7 

42.9 

44.3 

47.8 

50.8 

53.4 

53.7 

52.6 

47.8 

41.6 

38.0 

37.2 

35.2 


Sales 


$143,370 
134,670 
154,400 
156,320 
146,412 
151,844 
152,470 
129,360 
130,375 
135,135 
109,940 
84,501 
79,360 
98,700 
105,800 
89,180 
77,016 
65,520 
62,832 


13.5 

13.4 

16.0 

16.0 

14.7 

15.4 

15.8 

14.0 

14.9 

13.5 

11.5 

12.3 

12.8 

15.0 

14.4 

18.2 

19.1 

19.5 

20.4 


Source:  U.S. 


Department  of  Commerce.  Percentages  prepared  by  Harvard  Business  School  staff. 


In  terms  of  structure,  the  candy  industry  was_char.acterized  by  a 
spectrum  from  the  very  large  lnteprated^anufacture rs  such  as  Hershey 
Chocolate  CorpjxriitiQr^  million)  to  a  multitude  of 

one-man  operatior^  having  about  45  em- 

ploye^ManyaTthT  companies  specialized  in  either  bar  goods,  bulk 
candles,  or  package  goods.  Other  companies  such  as  Hershey  and 
Nestle  supplied  the  industry  with  chocolate  items  such  as  coatings  and 
syrups  and  also  manufactured  bar  and  bulk  candies.  (The  number  of 
companies  in  the  industry  had  declined  steadily  since  theall-time  high 
in  1919  as  indicated  by  the  following  figures^ 
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Year 
1919. 
1933. 
1947. 
1954. 


No.  of 
Candy  Manufacturers 

 3,149 

 2,218 

 1,686 

 1,434 


Data  on  some  of  the  better-known  chocolate-bar  manufacturers  are 
presented  in  Exhibits  3  and  4. 

The  chocolate  candy  bars  being  sold  in  1957  had  a  number  of 
characteristics,  some  intrinsic  and  others  the  result  of  competitive  con- 
ditions in  the  industry.  Intrinsically  the  chocolate  bar  was  a  nonessen- 
tial, low-priced  food  item  which  tended  tu  have  a  seasonal  sales  pattern" 
(with  a  summer^edr^^^ 

ingredients  of  chocolate ) .  As_a  result  of  industry practices, chocolate 
bars-Tended  ro  be^-pacHged  food  item  which  was  mass-produced  for 


wide  distribution^^ 
nm^TWMe  the  "rials  varied  in"  size" and"  price  from"  penny  goods 
to  a  one-pound  bar,  Midway  executives  estimated  that  over  60%  of 
dollar  sales  were  in  5  -cent  bars,  with  10-cent  bars  probably  accounting 
for  another  20%.  Bar  candy  was  distributed  through  brokers  to  an 


Exhibit  3 

MIDWAY  FOODS  CORPORATION  (A) 
Data  for  Selected  Candy  Manufacturers — 1956 
(In  Thousands  of  Dollars) 


Company 


1.  Midway  Foods  Corp. 

2.  Food  Manufacturers, 
Inc  

3.  Hershey  Chocolate 
Corp  

4.  Mars,  Inc  


5.  New  England  Confec- 
tionery Co  


6.  Peter  Paul,  Inc. 


7.  Sweets  Company  of 
America  


*  Sales  of  all  products,  not  just  candy  bars, 
t  Fiscal  year,  March,  1956-March,  1957. 

Source:  Estimates  prepared  by  the  Dearborn  Advertising  Agency,  Ir 


Candy 
Brand  Name 

Estimated  Tota 
Company  Sales* 

Advertising  Expenditures 

Total 

Television 

Other 

Midway 
Robin  Hood 

$  6,700f 

$  380 

$  380 

M  &  M 

28,000 

760 

760 

Hershey  bars 

Mars 

Marsettes 

Three  Musketeers 

Milky  Way 

148,000 
60,000 

-0- 
1,666 

-0- 
$67 

-0- 
1,733 

Necco 
Sky  bar 
Mounds 
Almond  Joy 

18,500 
25,000 

170 
1,551 

7 

170 
1,558 

Tootsie  Rolls  j 

19,000 

2,144 

2,144 
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Exhibit  4 

MIDWAY  FOODS  CORPORATION  (A) 
Sales  Results  for  Selected  manufacturers 
(In  Millions  of  Dollars) 


Year 


1947. 

1948. 
1949. 
1950. 
1951. 
1952. 
1953. 
1954. 
1955. 
1956 


Midway 


;o.5 

1.3 
2.3 
3.3 
3.6 
5-2 
6.7 


General 
Candy* 


$9.0 

7.6 
9.0 
8.9 
8.1 
7.7 
7.4 
6.6 
6.4 


Hershey 


$120 

168 
142 
149 
154 
152 
150 
159 
151 
148 


New  England 
Confectionery 


$15.9 
15.8 
17.0 
18.5 


Sweets 


$10.1 
7.7 
8.8 
9.8 
11.1 
12.5 
15.7 
16.0 
18.9 


„  Food 
Manufacturers 


$  4.2 

3.1 
5.5 
9.7 
14.6 
16.8 
17.6 
20.8 
28.5 


Mld^^  M),  Midway  estates. 

estimated  20,000  jobbers,  and  ultimately  to  more  than  one  million  re- 
tail outlets. 

While  chocolate  bars  were  probably  more  competitive  with  one 
another  than  with  other  products,  such  as  box  chocolates,  bulk  candies, 
or  nonchocolate  bars,  their  postwar  sales  decline  was  closely  linked 
with  the  fortunes  of  the  candy  industry,  an  industry  which  for  years 
had  been  lethargic,  slow  to  change,  and  not  quite  able  to  grow  in  step 
with  the  expanding  population.  The  story  of  this  industry's  decline, 
and  the  reversal  of  the  decline  in  the  1950's,  tells  much  of  the  com- 
petitive characteristics  of  the  candy  industry  and  of  the  problems  and 
opportunities  facing  a  chocolate-bar  manufacturer. 

LONG-TERM  DECLINE 

/while  in  1941  the  American  public  had  spent  0.42%  of  its  dispos- 
able income  for  candy,  in  1954  it  spent  only  0.38%,  and  in  1956  only 
0  35%.  In  addition,  candy  consumption  had  shown  an  absolute  de- 
cline on  a  per  capita  basis  from  18.1  pounds  in  1947  to  a  low  of  15.5 
pounds  in  1955,  a  14%  decline  in  eight  years  (Exhibit  1).  Worst  hit 
were  chocolate-bar  sales,  declining  from  one  half  of  total  candy  sales 
in  1947  to  one  third  in  1956,  with  dollar  volume  showing  a  30%  de- 
cline during  the  same  period  (Exhibit  2). 

The  period  from  1919  to  1950  could  be  characterized  as  one  of  de- 
cline, in  which  narrow  profit  margins  (except  during  the  war)  squeezed 
out  more  and  more  competitors.  These  were  also  years  when  there 
were  few  successful  new  brands  and  little  to  catch  the  eye  in  the  way 
of  new  advertising  or  packaging.  One  Midway  executive  commented: 


U  uT)  So  At 
1 1 
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"In  the  chocolate-bar  business  things  were  in  low  gear.  One  indication 
is  that  most  of  the  brands  dated  from  the  1920's  or  earlier,  and  some 
had  been  household  words  since  the  turn  of  the  century." 

NEW  VITALITY 

Recently  the  candy  industry  began  to  come  to  life  again,  and  by 
1956  the  results  could  be  seen  in  a  small  increase  in  per  capita  con- 
sumption (in  pounds),  reversing  a  trend  which  had  been  almost  con- 
tinuous since  1944.  Per  capita  consumption  increased  again  in  1957 
(Exhibit  1)  and  was  expected  to  continue  its  climb  in  1958.  In  addi- 
tion, in  1957  the  decline  in  the  percentage  of  disposable  income  being 
spent  for  candy  was  finally  halted,  and  the  first  substantial  increase  in 
ten  years  was  expected  in  1958.  The  new  vitality  was  also  marked  by 
an  increase  in  chocolate-bar  sales  and  by  chocolate  bars'  taking  a  slightly 
larger  share  of  the  candy  market,  reversing,  at  least  temporarily,  a 
trend  of  some  12  years'  standing  (Exhibit  2). 

OTHER  CURRENT  TRENDS 

The  1956-57  upturn  in  the  industry  could  be  ascribed  mainly  to 
increased  marketing  activities,  including  advertising,  promotion,  and 
-distribution.  Probably  the  most  significant  change  in  candy  marketing 
was  the  increasing  utilization  of  television  advertising  to  support  sales 
of  nationally  distributed  brand-name  candy  bars.  A  number  of  the 
larger,  "more  progressive"  firms  had  enjoyed  dramatic  sales  increases  ( 
in  conjunction  with  television  advertising  campaigns,  while  other  com- 
panies had  failed  to  increase  sales  or  even  lost  ground  (Exhibits  3 
and  4). 

A  second  industry  development  was  the  rapidly  increasing  impor- 
tance of  the  supermarket.  Not  only  did  supermarkets  account  for  over 
30%  of  candy  sales  in  1956  but  some  of  the  big  chains  manufactured 
their  own  candy.  In  its  1958  candy  industry  analysis,  Standard  &  Poor 
noted  that  Kroger,  Safeway,  and  A  &  P  were  estimated  to  manufacture 
over  35%  of  their  requirements,  while  the  average  for  all  chains  was 
estimated  at  25%,  with  two  thirds  of  this  25%  being  made  in  their 
own  factories  and  the  remaining  third  made  by  others  for  the  chains' 
private  labels. 

A  third  development  was  the  increasing  difficulty  of  securing  wide 
distribution  for  new  products.  This  resulted  partly  from  the  direct  com- 
petition of  the  supermarkets  and  their  reluctance  to  take  shelf  space 
for  other  than  "own-name"  brands,  partly  from  the  proliferation  of 
sizes  and  packages  of  a  single  brand  (such  as  5 -cent,  10-cent,  25-cent, 
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one-half  pound,  and  pound  Hershey  bars),  and  partly  from  the  widen- 
ing distribution  of  national  brands  which  created  more  competition  for 
shelf  space  in  all  stores.  For  some  brands  it  was  becoming  a  problem 
even  to  maintain  distribution.  One  approach  followed  by  some  makers 

f)  of  little-knownbranc^ 

!g  t^upem^ 

% olTthe  merch^ndis^o^^^ng  ^vors" ^^J^^L5L^^S' 
^  ing~airector.  And  iFwas  not  unknown  tor  food~compames  to  do  this 

type  of  thing  in  order  to  retain  existing  shelf  space  for  items  already 

being  carried. 

A  similar,  and  probably  even  more  competitive,  situation  existed  in 
regard  to  securing  vending-machine  sales.  Industry  spokesmen  esti- 
mated that  there  were  approximately  four  million  candy  vending  ma- 
chines in  use  and  that  vending-machine  sales  were  between  5%  and 
10%  of  candy-bar  sales.  Since  sales  to  a  single  vending  company  could 
be  quite  sizable,  competition  was  intense  for  these  outlets;  industry  in- 
formants stated  that  it  was  common  for  a  company  to  buy  increased 
distribution  in  order  to  expand  sales  or  to  buy  another  year's  distribu- 
tion for  the  identical  outlets. 

Finally,  there  appeared  to  be  an  industry  trend  toward  the  10-cent 
candy  bar'.  In  1956  over  60%  of  candy-bar  sales  were  nickel  bars,  but 
dime  bars  accounted  for  23%.  And  while  the  American  market  was 
described  by  Midway  management  as  "still  basically  a  5 -cent-bar 
market,"  several  bars,  such  as  Peter  Paul's  Mounds  and  Almond  Joy, 
had  successfully  gone  from  5  cents  to  10  cents,  and  others  were  in  the 
process.  This  trend  was  due  primarily  to  rising  raw  material  costs  in  an 
industry  where  it  was  not  uncommon  for  the  cost  of  the  raw  materials 
to  equal  50%  of  the  wholesale  price  of  the  item.  The  bars  which  had 
remained  at  5  cents  had  often  done  so  by  reducing  size,  or  by  adopting 
synthetic  substitutes,  or  both.  Rising  labor  costs  were  ajeconda^y^co^ 
sideration,  since  candy  bars  weFe  typicaliy^produced  on  automatical 
semiautomatic  torrnlhg  and  packagiiiK~eqmpmentT^ 
"  Two  developments  of  a  primarily  internal  nature  were  also  apparent: 

factc^auiojna^^  of  itggls 

under  a  smgle_brandj^^  While  Standard  &  Poor's  1958  candy  in- 
dustry survey  indicated  that  labor  costs  were  roughly  15%  of  whole- 
sale value,  it  stated  that  there  was  a  trend  toward  equipment  with 
higher  operating  speeds  and  toward  more  fully  automated  production 
lines.  The  increased  number  of  items  was  a  response  to  the  need  for 
more  "supermarket  items"  and  to  the  desire  to  obtain  more  shelf  space 
and  eye  appeal  from  the  larger  displays. 
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Significantly,  three  major  industry  characteristics  appeared  to  have 
remained  unchanged  despite  the  renewed  industry  vigor.  First,  it  was 
still  difficult  and  uncommon  for  new  brands  to  be  launched  success- 
ja^TTndustry  spokesmen  stated  that  only  three  new  brands  had  been 
launched  successfully  since  World  War  II,  one  of  which  was  the  Mid- 
way brand.  Management  also  stated  that  a  number  of  unsuccessful  at- 

Exhibit  5 

MIDWAY  FOODS  CORPORATION  (A) 
Average  Cocoa  Prices  (Accra  at  N.Y.) 
( Cents  per  Pound) 

Average  Monthly  Prices 


1956 

1957 

1958 

January  

29.7 

23.6 

42.1 

February   

27.6 

22.8 

46.2 

March  

26.4 

22.7 

April  

26.5 

25.7 

May  

26.0 

26.7 

27.1 

30.6 

July  

28.7 

30.3 

August  

28.4 

32.0 

September  

22.9 

34.9 

October  

26.0 

35.4 

November  

27.1 

41.6 

December  

26.2 

40.8 

Average  

27.3 

30.6 

Average  Yearly  Prices 


1957 
1956 
1955 
1954. 
1953. 
1952. 


.30.6 
.27.3 
.37.3 
.57.8 
37.1 
35.6 


1951. 
1950. 
1949. 
1948. 
1947. 
1946 


35.3 
32.1 
21.6 
39.6 
34.8 
12.0 


1945. 
1944. 
1943 
1942. 
1941. 
1940. 


.9.0 
.9.0 

9.1 
.9.1 
.7.6 

5.1 


Source:  New  York  Journal  of  Commerce. 

tempts  had  been  made  by  major  companies.  A  second  holdover  was^the 
volatile  market  for  commodities,  particularly  chocolate  (see  Exhibit  5 ) . 
Finally,  the^jmmfaer  o£  competitor^oritinued  to  decline,  primarily  he- 
cause  of  the  increasing  need  for  marketing  skill  and  to 
cial^resources  to  stay  alive  in  the  increasingly  competitjyejndirstry. 

Midway  Foods 

During  1949  Midway  Foods  had  gone  into  bankruptcy.  When  the 
present  management  purchased  it,  there  had  been  no  shipments  for 
over  eight  months.  At  that  time  Midway  occupied  a  decrepit  factory 
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building  on  Maxwell  Street,  a  location  immediately  adjacent  to  Chi- 
cago's "flea  market,"  where  residents  and  peddlers  sold  or  traded  every- 
thing from  fish  and  fur  coats  to  buggy  whips  and  rebuilt  lawnmowers. 
Midway  manufactured  several  food  products  under  less  than  ideal  con- 
ditions in  a  plant  where  it  was  extremely  difficult  to  maintain  even 
minimal  sanitation  standards.  Its  products  were  distributed  in  Cook 
County  and  surrounding  areas  through  jobbers  to  a  limited  number 
of  small  retail  accounts,  and  its  Midway  bar  was  known  to  local  whole- 
salers for  its  poor  quality,  poor  appearance,  and  a  price  fully  equal  to 
that  of  competing  products.  Because  of  the  characteristics  of  its  products, 
and  also  because  the  previous  management  had  "robbed  the  trade"  dur- 
ing the  war  when  rationing  made  that  possible,  Midway  enjoyed  singu- 
larly bad  relations  with  the  trade. 

In  the  1956-57  season,  sales  had  passed  the  $6  million  mark  (Ex- 
hibit 6)  and  were  expected  to  exceed  $7  million  in  1957-58.  The 


Exhibit  6 

MIDWAY  FOODS  CORPORATION  (A) 
Total  Sales  by  Months,  1950-58 


Source:  Company  records. 
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brand  had  been  successfully  launched  throughout  the  Midwest  and  had 
achieved  some  distribution  on  a  nation-wide  basis.  In  the  words  of  one 
industry  source,  "Midway  not  only  has  the  goodwill  of  the  trade,  they 
have  its  respect."  The  company  had  moved  to  a  five-story  plant  in 
Cicero,  Illinois,  increased  employment  to  100  people,  and  increased 
output  of  the  Midway  bar  by  more  than  5,000%.  The  Midway  bar 
was  still  below  average  in  size,  but  had  been  considerably  improved 
quality-wise  so  that  it  became  average  in  the  market.  The  product  line 
had  been  reduced  by  the  discontinuance  of  all  but  two  of  the  packaged 
food  items,  and  a  second  candy  bar  had  been  added — the  Robin  Hood 
bar. 

INTERNAL  AND  EXTERNAL  PRESSURES 

Midway's  rapid  growth  had  been  achieved  despite  such  internal  pres- 
sures as  limited  initial  funds  and  no  subsequent  additions  of  outside 
capital,  a  low  profit  margin,  and  a  product  of  no  more  than  average 
quality.   Management  summarized   external  pressures   as  follows: 
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(V)  distribution:  (J)  the  need  to  fight  for  shelf  space  and  new  out- 
lets, and  (#)  the  need  to  rebuild  distribution  each  fall  with  the  return 
of  cool  weather;  (4)  the  need  to  develop  new  markets:  U^to  forestall 
competitors  with  "me  too"  brands  copied  after  Midway  or  Robin  Hood, 
and  (h)  to  make  Midway  and  Robin  Hood  "national"  brands  so  they 
could  some  day  reap  the  advertising  savings  of  network  television; 

(3)  the  need  to  develop  markets  as  rapidly  as  possible  because  the  in- 
dustry was  headed  toward  "advertising  maturity"  and  with  each  pass- 
ing year  it  would  become  more  expensive  to  open  new  markets; 

(4)  the  need  to  maximize  the  efficiency  of  marketing  expenditures 
since  large  competitors  had  larger  marketing  budgets  but  lower  rela- 
tive marketing  costs  \  (i.e.,  these  costs  were  a  smaller  percentage  of 
sales);  and  finally  (%)  the  need  to  do  fairly  well  in  the  commodities 
market  in  order  to  offer  profitably  a  product  not  too  much  smaller 
than  those  of  competitors.  While  these  competitive  pressures  will  be 
considered  in  more  detail  in  this  and  subsequent  cases,  a  passing  note 
on  the  commodities  market  may  help  clarify  the  degree  of  pressure 
under  which  Midway  operated. 

Cocoa,  the  basic  raw  material  in  chocolate,  had  an  especially  volatile 
price,  and  there  was  no  way  to  hedge  completely  against  the  wide  price 
swings.  Chocolate  came  from  cocoa  beans,  a  crop  subject  to  wide  pro- 
duction fluctuations  with  a  stable  and  generally  rising  demand.  Further- 
more, it  took  seven  years  for  new  cocoa  trees  to  come  into  production 
(15  years  to  reach  full  production),  and  drought  and  disease  could 
sharply  reduce  supply  in  a  matter  of  months  or  weeks.  From  February, 
1957,  to  February,  1958,  the  price  of  cocoa  rose  100%  due  mainly  to 
a  poor  crop  in  Ghana,  where  a  decrease  in  supply  combined  with  an 
inelastic  demand  caused  a  sharp  increase  in  price  (see  Exhibit  5). 
Since  candy  bars  had  a  fixed  price,  the  increased  cost  of  cocoa  had  to 
be  absorbed  by  (1)  reducing  the  size  of  the  bar,  (2)  using  synthetic 
substitutes,  (3)  changing  the  bar  by  using  another  raw  material,  or 
(4)  reducing  profits  or  taking  a  loss.  While  most  manufacturers  cut 
the  size  of  the  bar,  profits  of  almost  all  declined  sharply  for  the  year. 
Midway's  management  noted:  "We  can  make  or  lose  more  in  the 
commodities  market  than  we  can  running  the  business.  Roughly  50% 
of  our  sales  price  of  a  Midway  bar  goes  for  chocolate,  so  a  few  cents  a 
pound  on  the  several  million  pounds  we  use  can  mean  the  difference 
between  profit  and  loss  for  a  year.  Fortunately,  we  have  done  well  in 
it  for  the  last  five  years,  but  our  turn  to  be  wrong  will  probably 
come."  While  Midway  employed  a  purchasing  agent,  decisions  on  all 
commodity  purchases  were  made  by  the  president.1 

1  Mr.  Clark  Kramer,  president  of  Midway  Foods. 
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CORPORATE  CHARACTERISTICS 


During  his  months  of  field  exploration  the  researcher  listed  a  num- 
ber of  factors  which  seemed  to  him  to  be  dominant  in  Midway  opera- 


tions. 


^je_dmractemtic  appeared  to  be  management's  adherence  to  its  \ 
explicitly  formulated  concept  of  "corporate  purpose.  While  the  long- 
range  target  was  "to  become  one  of  the  major  companies  in  the  Ameri- 
can candy  industry,"  there  were  four  shorter-range  purposes  or  mis- 
S10TlS'  '^h'  mana£emcnt  wanted  the  company  to  achieve  "scope."  a" 
size  aKwfiich  the  Midway  line  would  be  an  important  one  with  its 
brokers,  at  which  the  company  could  support  a  certain  minimum  sell- 
ing-organization, and  at  which  it  could  begin  to  achieve  efficient  use 
oftHevision advertising.  To  implement  this  purpose,  it  was  early  com- 
i*EXPoli?y  t0  aim  for  growth  rather  than  profits  and  to  plow  all  ava^O 
able  funds  into  additional  advertising  to  achieve  increased  sales.  Second, 
Midway  aimed  to  sell  only  nationally  branded  food  with  ^iS^onF- 
shot  deals^no  suSpjiTactTng,  and  ITolIn^ndH 
company^ime^B~BeTmarketing  company^Tcompany  that  relied  on 
its  marketing  skills  tor  survival  '^^^^T^^o^^^^^Wnot 
take  on^ny^mtles "Tor  corollary  reasons."  People  at  all  levelsTn 
the  ^Ho^T^^r^^Jeomed  to  understand  and  accept  this  concept 
of  corporate  purpose.  Finally,  the  company  wanted  to  accomplish  these 
things  without  outside  equity  capital.  Midway  was  privately  held  and 
intended  to  remain  that  way  at  least  for  the  foreseeable  future. 
A  seconjL  cham^ 

sizabl£risks.  Management  stated  that  in  order  to  go  national  as  rapidly 
asposstbleTthe  company  had  to  spread  its  resources  thin.  "The  risks  in 
doing  this  are  great,  but  so  are  the  rewards,"  said  Mr.  Clark  Kramer, 
president  of  Midway.  To  implement  rapid  expansion  on  limited  re- 
sources, the  marketing  department  prepared  a  budget  which  "has  no 
fat  in  it  for  contingencies.  If  the  marketing  vice  president2  thinks  we 
can  get  by  on  $4,000  for  TV  in  Atlanta,  that's  all  he  asks  for.  If  it 
rains,  or  the  TV  program  is  a  flop,  he  has  to  come  back  for  some 
more  money,"  Mr.  Kramer  said.  "I  understand  the  risks  involved  and 
concur  100%  in  doing  it  this  way.  Any  other  way  and  we  couldn't 
have  grown  the  way  we  have." 

A(£h^  characteristic  was  management's  willingness  and  ability  to 
make'changes ;  within  the ^company  and,  in  a  more  limited  way,  its  ini- 
tiative in  mfluencmj^  of  adap- 
tation involved  both  destruction  of  existing  systems  and  creation  of 

2  Mr.  Hal  Reiss,  marketing  vice  president. 


154         PROBLEMS  OF  GENERAL  MANAGEMENT 

new  ones.  Four  examples,  three  internal  and  one  external,  were  ap- 
parent to  the  researcher: 
fk       Internally,  one  example  of  this  process  was  ( 1 )  the  discarding  of 
W    conventional  record  keeping  in  favor  of  punched-card  data  processing. 
Each  sales  invoice  coming  to  the  company  was  represented  on  a 
punched  card,  and  subsequent  accounting  and  statistical  reports  were 
Z%  prepared  from  the  cards.  (2)  The  manufacturing  department  had  be- 
^  come  adept  at  tearing  down  and  rebuilding  old  machines  for  higher 
speed  and  more  automated  operation.  ( 3 )  Finally,  the  company's  or- 
^Kganization  had  undergone  considerable  change,  and  numerous  "less 
k)  adaptable"  people  had  been  let  go  in  the  process. 

As  part  of  its  influence  on  its  environment,  Midway  had  been  instru- 
mental in  destroying  the  conventional  concept  of  a  candy  broker.  Man- 
agement had  insisted  that  brokers  employ  detail  men  to  call  on  retail 
outlets.  In  the  first  years,  Midway  paid  part  of  the  cost  of  these  men. 
While  not  new  in  the  food  industry,  permanent  detail  men  were  al- 
most nonexistent  in  the  candy  industry  prior  to  1953.  In  the  succeed- 
ing years  Midway  had  "persuaded"  its  brokers  to  hire  detail  men  and 
had  replaced  brokers  who  would  not  be  persuaded.  By  1957  other 
candy  companies  were  beginning  to  follow  suit,  and  brokers  all  across 
the  country  were  beginning  to  recognize  the  need  to  hire  detail  men 
in  order  to  remain  competitive. 

Fourth,  and  more  difficult  to  define,  w^a^grgmp  of  rharacttaastics 
desmptiveoTSe  peoplTw^jinade  up  the  mana^ement^fjvlidway. 
YjouH^the  average  age  of  the  four  top  executives  was  39.8  years), 
drive,  hard  work  and  long  hours,  quick  thinking  and  decisive  actions, 
willingness  to  experiment,  and,  finally,  esprit  de  corps  seemed  to  char- 
acterize the  personnel  of  Midway.  One  of  the  vice  presidents  said: 
"Even  the  clerks  can  tell  this  company  is  going  places— one  of  them 
comes  in  at  4:00  a.m.  during  the  rush  season  to  see  that  things  are 
ready  to  go  out  when  the  trucks  arrive." 

Finally,  on  a  more  technical  level,  corporate  marketing  strategy  ap* 
peared  to  be  .  clearly  defined,  and  defined  in  terms  whicj^jujted^be- 
company's  position  in  the  industry. 


CORPORATE  MARKETING  STRATEGY 

In  over-all  terms,  as  mentioned  previously,  Midway's  marketing 
strategy  was  to  grow  as  rapidly  as  limited  funds  would  permit.  On  the 
technical  level,  the  company  had  three  major  but  interrelated  objec- 
tives. First,  management  sought  to  have  the  Midway  line  become  the 
No.  1  line  with  each  broker  who  handled  it.  To  be  the  broker's  No.  1 
line  was  to  be  his  most  profitable  line.  The  marketing  vice  president 
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said:  "We  have  built  this  business  around  the  idea  that  we  won't  make 
money  until  our  brokers  do.  When  they  make  money  on  our  line,  it 
makes  our  business  important  to  them.  That  makes  them  more  recep- 
tive to  our  ideas— it  gives  us  leverage.  It  means  we  get  better  service, 
especially  in  the  fall  when  we  need  to  rebuild  our  distribution.  Also 
a  strong  distribution  organization  means  our  limited  advertising  budget 
goes  further— we  can  go  thin  and  still  get  some  impact.,, 

Second,  management  sought  to  develop  its  markets  and  notjo_"skim 
the  cream."  Midway  used  television  advertising  to  help  stimulate  de- 
mand, with  the  eventual  aim  of  having  the  Midway  bar  achieve  a 
sales  level  somewhere  near  its  "potential"  in  each  market. 

Third,  management  sought  to^c reate  a  distinct  brand  image  for  an 
ordinary  product.  Advertising  strategy  was  built  around  an  image  and 
a  basic  copy  "platform"  which  the  company  and  its  advertising  agency 
had  developed.  On  several  occasions  the  researcher  heard  children  re- 
peating the  Midway  advertising  message  to  their  parents  while  they 
inspected  the  candy  display  in  a  supermarket. 


MARKET  DEVELOPMENT 


Of  the  three  major  objectives,  only  Midway's  concept  of  and  reasons 
for  market  development  appear  to  need  further  description  at  this 
point.  As  stated  previously,  management  used  television  advertising  to 
develop  a  market  up  to  its  potential  for  the  Midway  type  of  bar.  Since 
the  company  did  not  have  enough  money  to  do  this  in  more  than  a 
handful  of  markets  at  one  time,  it  had  the  option  of  "going  thin"  in  a 
larger  number  of  markets  or  of  proceeding  more  slowly  in  a  few  new 
markets  and  "doing  the  job  right." 

The  choice  was  an  urgent  one  for  two  reasons.  First,  as  the  industry 
headed  toward  advertising  maturity  it  would  become  increasingly  ex- 
pensive to  open  new  markets;  hence  there  was  a  need  for  speed,  i.e., 
for  going  thin  in  order  to  open  as  many  new  markets  as  cheaply  as' pos- 
sible. A  second  factor,  that  of  potential  competition  from  a  "me  too" 
bar,  was  more  difficult  to  evaluate.  A  large  competitor  with  resources 
adequate  to  support  a  large  and  sustained  advertising  campaign  for  a 
"me  too"  product  could  out-advertise  a  small  company  such  as  Midway 
and  take  away  markets  which  had  been  only  lightly  developed.  A  small 
competitor,  on  the  other  hand,  might  be  forestalled  from  trying.  Sum- 
ming up  the  alternatives,  management  stated  it  could: 

A.  Saturate  a  few  markets 

1.  The  conventional  way  of  marketing,  called  "doing  the  job  right." 

2.  Tends  to  make  each  market  profitable  in  a  minimum  length  of  time. 
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3.  Slow  expansion  from  a  solid  base  (the  developed  markers). 

4.  Low  short-run  risk  from  competitors. 

5.  High  long-run  cost,  because  of  slow  pace. 

6.  High  long-run  risk  if  competitor  takes  rest  of  country  uncontested 
and  then  uses  those  markets  as  base  for  advertising  battle. 

B.  Go  thin  in  more  markets 

1.  Short-run  risk  from  failure  to  generate  satisfactory  advertising  impact. 

2.  Short-run  risk  of  being  wiped  out  by  competitor  who  out-advertises 
in  all  markets  and  takes  them  away,  or  takes  a  lion's  share. 

3.  Tends  to  leave  each  market  on  low-profit  basis  for  many  years — until 
well  developed. 

4.  Gets  more  markets  going  more  quickly. 

5.  Makes  use  of  time — begins  impact  and  slowly  increases. 

6.  Low  long-run  cost  if  not  wiped  out  by  challenge  of  major  competitor. 
Gets  markets  going  before  total  candy  advertising  reaches  maturity. 

7.  Low  long-run  risk  because  national  market  developed  in  minimum 
time  and  direct  competition  forestalled. 

With  these  alternatives,  the  company  had  chosen  the  second)  pre- 
ferring the  higher  short-run  risks  in  order  to  try  to  establish-the" staple, 
national  brands.  To  implement  this  over-all  strategy,  management  se- 
lected additional  new  markets  each  year  from  among  the  more  than 
200  American  television  markets.  The  new  markets  were  selected  on 
the  basis  of  two  major  and  two  lesser  criteria: 

First,  management  generally  began  television  advertising  in  a  market 
wheie_distribution  was  already  strong.  This  practice  tended  to  maximize 
the  payback  on  the  advertising  investment  and  also  permitted  small  ini- 
tial campaigns.  Strong^distribution  in  a  city  might  allow  two  or  three 
spot  commercials  a  week  to  yield  an  appreciable  sales  increase,  per- 
haps 25%  or  more.  Second,  markets  were  originally  selected  in  a  con- 
centric pattern  spreading  out  from  Chicago.  Since  transportation  costs 
were  a  significant  cost  item,  markets  'close  to  home"  tended  to  be  the 
most  profitable. 

Of  lesser  importance  as  guidelines  were  commencement  of  adver- 
tising in  a  market  in  order  to  give  a  broker  a  lift,  or  to  boost  the 
significance  of  the  Midway  line  and  thus  allow  the  company  to  have 
better  leverage  to  secure  improved  service  throughout  a  broker's 
territory.  (Twenty-five  brokerage  organizations  serviced  the  48  states.) 

Finally,  some  markets  were  opened  because  they  were  "key  cities,^ 
ones  that  had  prestige  value  because  they  contained  the  headquarters 
of  important  chain  stores.  "Philadelphia  is  one  suchjmarket,"  said  Mr. 
Kramer.  "Three  big  chains  have  headquarters  there,  and  for  them  if 
you  aren't  in  Philadelphia  you  aren't  in  the  United  States." 
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A  VISIT  TO  MIDWAY 

Leaving  Chicago's  Midway  airport,  the  researcher  took  a  bus  north 
along  Cicero  Avenue,  the  heart  of  Cicero,  a  once-famous  Chicago  sub- 
urb situated  on  the  "near  west  side."  The  bus  passed  several  miles  of 
combined  residential  and  industrial  buildings,  including  the  Haw- 
thorne plant  of  the  Western  Electric  Company,  "automobile  row,"  and 
several  partially  completed  urban  clearance  and  renewal  projects.  The 
researcher  got  off  the  bus,  walked  west  through  a  "run-down"  semi- 
industrial  neighborhood  which  adjoined  a  slum  area  known  as  one  of 
Cicero's  toughest,  turned  a  corner,  and  saw  the  familiar  picture  of  a 
Midway  bar,  freshly  painted  on  a  high  wooden  fence.  The  fence  en- 
closed a  yard  at  one  side  of  the  factory,  an  old  five-story  building  with 
a  sign  painted  high  on  one  wall  reading,  "Home  of  MIDWAY 
Foods."  The  researcher  walked  into  the  yard,  passed  the  parked  cars, 
the  loading  dock,  a  shed  used  for  storage  of  old  machines  and  mis- 
cellaneous junk,  and  through  the  main  entrance  into  the  shipping 
room.  On  the  far  side  of  the  shipping  room  he  waited  for  the  only 
elevator  to  come  down  and  the  freight  to  be  unloaded,  and  then  he 
and  a  messenger  rode  to  the  fifth  floor. 

The  elevator  opened  upon  a  long,  narrow  hallway  which  was  par- 
tially blocked  by  a  receptionist's  desk  and  which  led  into  the  general 
office  area.  The  researcher  said  good  morning  to  the  president's  secre- 
tary, an  attractive  brunette  whose  desk  was  at  the  end  of  the  hall.  To 
his  right  were  desks,  filing  cabinets,  and  the  partitioned  offices  of  two 
of  the  vice  presidents;  on  his  left  was  the  president's  office.  After  a  few 
minutes'  conversation  with  the  secretary,  the  researcher  knocked  on  the 
president's  door  and  went  in.  Mr.  Kramer  looked  up  from  his  work  and 
said,  "Good  morning,  come  on  in." 

The  researcher  put  his  papers  on  Mr.  Kramer's  desk,  took  off  his 
coat,  and  sat  down  to  enjoy  the  comforts  of  the  spacious,  air-conditioned 
office  which  was  in  striking  contrast  with  the  remainder  of  the  plant 
and  its  surrounding  environment.  In  addition  to  the  window  air  condi- 
tioner, the  well-appointed  office  contained  a  sofa,  rug,  and  several 
chairs;  a  TV  set;  and  a  long,  ultramodern  desk  behind  which  sat  Mr. 
Kramer  in  his  swivel  chair. 

"What  would  you  like  to  talk  about  today?"  Mr.  Kramer  asked. 
"First  I'd  like  a  little  background  on  some  of  the  changes  during  the 
past  seven  years,  and  then  I  have  some  questions  about  money— about 
why  there  seems  to  be  so  little  of  it." 

"Suppose  I  take  them  in  that  order.  Midway  is  an  old  company 
which  prospered  during  the  war  and  then  went  downhill  into  bank- 
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ruptcy.  It  wasn't  a  going  business  when  I  bought  it — a  low-quality 
product,  a  small  group  of  unskilled  factory  people,  very  poor  trade 
relations,  and  a  local  distribution  organization. 

"We  feel  we  have  come  quite  a  way  since  then.  Sales  have  gone 
from  about  zero  to  over  $6  million  on  Midway  alone.  We  now  have 
an  adequate  plant  instead  of  the  run-down  one  on  Maxwell  Street. 
And  we  have  a  second  candy  line,  the  Robin  Hood  brand,  which  we 
market  for  Sherwood  and  Company.  On  that  brand  alone  there  has 
been  considerable  growth — over  150%  since  we  became  their  market- 
ing agents  two  years  ago. 

"A  lot  has  changed.  Milt  Lombard3  has  the  factory  in  shape  and 
running  with  reasonable  efficiency.  It's  not  like  Maxwell  Street  where 
we  used  to  have  to  set  up  the  end  of  the  production  line  in  the  street 
each  day — and  where  Milt  was  sleeping  in  the  factory  when  we  went 
to  operating  a  third  shift.  We  now  have  national  distribution  on  the 
Midway  brand,  and  we  are  becoming  one  of  the  major  television  ad- 
vertisers in  our  industry.  Also,  just  this  month  we  have  added  an  ad- 
ministrative vice  president4  to  help  us  modernize  our  paper  work  and 
to  increase  our  emphasis  on  profits.  Hiring  him  was  part  of  our  plan 
to  shift  from  phase  one'  to  phase  two.' " 

"What  do  you  mean,  phase  one'  and  phase  two?"  the  researcher 
asked. 

"Phase  one  was  growth.  For  the  past  seven  years  we  have  had  one 
major  objective,  scope.  We  have  been  trying  to  expand  sales,  to  achieve 
national  scope.  We  weren't  so  interested  in  profits,  because  profits  on 
small  volume  don't  mean  very  much.  In  fact,  going  for  scope  has 
tended  to  keep  our  profits  small;  we  have  invested  most  of  our  gross 
margin  in  additional  advertising. 

"But  now  we  are  large  enough  to  begin  aiming  for  profits.  We  are 
calling  it  phase  two  of  our  development,  and  it  will  be  to  expand  more 
slowly  and  begin  to  reap  the  profits  of  our  advertising  investments.  We 
need  the  profits  for  two  reasons:  ( 1 )  we  have  to  add  to  our  capital  re- 
sources in  order  to  continue  our  expansion,  and  (2)  we  want  to  be 
sure  we  can  run  an  $8  million  business  at  a  profit  before  we  become 
an  $80  million  business." 

"Does  this  shift  mean  you  are  going  to  be  trying  to  operate  at  re- 
duced risk  from  now  on?" 

"Exactly.  Beginning  with  the  1958-59  season  we  will  be  aiming  for 


3  Mr.  Milt  Lombard,  manufacturing  vice  president. 

4  Mr.  Ben  Nagle,  administrative  vice  president. 
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a  more  conservative  approach.  Thus  far  we  have  gone  all  out  to  in- 
crease sales,  and  have  taken  the  risks  because  we  had  to  in  order  to 
achieve  the  necessary  scope.  And  if  something  went  wrong,  we  were 
small  enough  so  that  I  could  make  up  for  it  by  not  drawing  salary 
or  some  such  thing.  Now  we  have  reached  a  size  where  that  is  no  longer 
the  case." 

"What  about  financial  resources?  One  of  the  things  I  have  heard 
most  often  here  is:  'We  are  short  of  money.  If  we  just  had  some  more 
money,  we  could  do  this  and  that.'  And  as  far  as  I  can  tell,  you  really 
are  short  of  money.  How  does  it  happen  that  you  haven't  raised  more?" 

"There  are  a  lot  of  reasons,"  Mr.  Kramer  replied.  "I  think  there 
are  50  reasons  anyway,  so  how  many  do  you  want?" 

"Well,  let's  just  start  in  and  see." 

"First,  let  me  explain  something  about  our  present  resources.  We 
are  able  to  extend  our  working  capital  substantially  through  the  use  of 
suppliers'  credit)  In  fact,  we  are  able  to  stay  in  business  because  we  have 
developed  good  credit  relations  with  our  suppliers.  We  also  raise 
working  capital  on  a  seasonal  basis  from  our  bank.  <--  j 

"One  way  to  raise  additional  money  would  be  by  selling  stock.  Ouf  y 
reason  for  not  doing  so  is  that  we  would  have  to  give  up  too  much  of 
the_equity :  jn_addition  to  other  intangibles.  We  have  grown  a  lot,  but 
we  haven't  made  the  kind  of  profits  an  underwriter  would  like  to  see. 
And  you  couldn't  price  stock  at  what  we  would  want  for  it. 

"So  we  could  sell  stock,  but  it  would  be  very  costly.  We  have  man- 
aged to  grow  from  zero  to  $6  million  over  the  last  seven  years  by 
stretching  our  money,  so  maybe  we  can  go  for  a  couple  more  years." 

"What  about  something  like  a  private  placement  with  a  more  so- 
phisticated investing  group?" 

"We  might  try  that  someday.  We  have  thought  about  it.  There  is 
even  a  possibility  of  selling  the  business  and  pocketing  a  capital  gain. 
But  that's  not  my  goal. 

"I  don't  regard  this  business  as  a  way  to  make  a  couple  of  million  in 
cash — as  some  people  might.  I  think  of  it  as  a  means  to  an  end  for 
our  top-management  group,  and  not  as  an  end  in  itself.  Without  getting 
involved  in  my  own  personal  goals,  let's  say  we  want  the  business  to 
provide  us  a  comfortable  living — as  an  example — and  also  a  chance 
to  do  things." 

"I  see,"  the  researcher  said.  "What  about  selling  bonds  or  getting  a 
term  loan?" 

"Well,"  Mr.  Kramer  replied,  "as  it  is  we  borrow  as  much  season- 
ally as  the  banks  are  willing  to  let  us  have.  And  as  far  as  borrowing 
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money  to  put  into  bricks  and  mortar,  it  would  increase  the  risk  in 
our  business  a  lot.  Right  now,  if  sales  don't  go  as  well  as  we  had 
planned,  we  can  tighten  our  belt  and  squeeze  through  somehow.  But 
when  you  have  to  repay  bank  loans  on  bricks  and  mortar  at  the  same 
time,  you  can  lose  the  whole  business." 

"Doesn't  this  shortage  of  money  mean  that  you  miss  out  on  some 
profitable  opportunities?"  asked  the  researcher. 

"Yes,  it's  an  ever-pxesent  problem,"  agreed  Mr.  Kramer. 

"There's  one  other  thing  that  has  sort  of  been  understood  in  our  dis- 
cussion thus  far — it's  implicit  in  what  I've  been  saying.  That  is,  we 
want  to  make  a  distinction  between  capital  money  and  operating 
money.  I  don't  want  to  borrow  long-term  or  sell  stock  to  get  operating 
money.  These  sources  should  be  used  for  capital  money — for  things 
where  you  expect  a  payback  over  a  number  of  years,  like  a  factory  or 
a  new  manufacturing  process.)' 

"What  about  advertising?  I've  heard  you  speak  of  this  as  an  invest- 
ment, something  that  has  a  payout  over  time." 

"We  think  of  it  that  way,"  explained  Mr.  Kramer,  "but  no  ac- 
countant would.  Advertising  money  is  operating  money  and  has  to 
come  from  profits.  In  operating  we  have  to  assure  ourselves  that  we 
are  covering  our  costs  and  making  a  profit — our  operations  have  to  be 
self-liquidating. 

"Advertising  is  like  another  ingredient  in  the  product,  like  packag- 
ing or  raw  materials  or  anything  else  in  this  particular  respect.  We 
want  the  product  to  be  self-liquidating,  so  it  would  be  no  different  to 
be  borrowing  for  advertising,  or  ingredients,  or  salesmen's  salaries.  It's 
axiomatic  that  advertising  money  must  come  from  sales." 

"Is  that  literally  true?"  asked  the  researcher.  "I  thought  advertising 
had  a  carry  forward — that  Midway  could  terminate  it  and  still  have  a 
carry  forward  in  sales  for  a  year  or  two.  In  that  sense,  then,  it  would 
be  like  an  investment,  especially  when  you  are  opening  new  markets. 
You  expect  to  invest  before  you  get  the  sales  return,  don't  you?" 

"Yes,  but  it  would  be  like  investing  in  a  Canadian  mining  stock  in- 
stead of  AT&T.  There  is  a  tremendous  difference  in  the  risk.  With  ad- 
vertising you  can't  figure  the  uncertainties — why  it  works  well  in  At- 
lanta and  not  in  New  Orleans.  So  even  though  we  have  to  miss  out 
on  some  sales  opportunities,  or  maybe  have  to  leave  an  opening  for  a 
competitor,  from  an  over-all  corporate  point  of  view  the  risk  of  borrow- 
ing to  invest  in  something  like  that  is  just  too  great  for  us. 

"And  there's  another  aspect  to  this.  Since  we  want  to  grow  rapidly, 
we  spread  our  advertising  money  thinner  than  we  might  if  we  were  a 
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big,  rich  company  trying  to  develop  the  same  markets.  And  while 
spreading  thin  gets  the  markets  started,  and  over  time  produces  the  re- 
sults on  less  money,  it  doesn't  give  you  the  short-run  payback  that 
saturating  each  market  with  advertising  would.  So  we  don't  get  the 
short-run  profits  the  way  Procter  &  Gamble  could,  and  we  have  to 
keep  in  mind  that  we  need  to  invest  some  of  our  money  where  the 
payback  will  be  quickest.  While  advertising  in  a  new  market  might 
pay  off  over  the  years  to  come,  we  have  a  number  of  projects  avail- 
able which  would  pay  off  in  a  year  or  even  less.  So,  really,  we  are 
limited  in  the  number  of  investments  we  can  handle,  limited  both  fi- 
nancially and  by  the  lack  of  depth  in  our  organization. 

mil*  Jfc  OX.  JA. 

"7V*  "7V*  "/V-  "TV"  "7V* 

"One  other  thing:  to  achieve  growth  with  real  stability  we  must 
diversify  both  within  the  candy  industry  and  out  into  the  food  field. 
We  want  to  begin  this  when  we  have  a  good  opportunity,  and  also 
when  we  have  achieved  more  depth  in  our  organization." 


GROWTH  AND  CHANGE 

Midway's  growth  from  $0  to  over  $6  million  in  sales  had  been  ac- 
companied by  a  number  of  changes  in  organization  and  personnel,  and 
change  continued  to  be  a  significant  feature  of  the  period  during  which 
the  company  was  under  study  by  the  case  researcher.  As  shown  by  the 
chronology  table  ( Exhibit  7 ) ,  the  number  of  executives  had  increased, 


Exhibit  7 


1950 
1951 

1952 
1953 

1954 
1955 
1956 

1957 
1958 


February- 
May 

June 
August 

February 

September 
December 

August 


September 
January 


MIDWAY  FOODS  CORPORATION  (A) 
Chronology,  February,  1950-January,  1958 

Company  begins  operations 

Hal  Reiss,  future  marketing  vice  president,  joins  company 

Andy  Kallal,  sales  vice  president,  joins  company 
Milt  Lombard,  future  manufacturing  vice  president,  becomes  con- 
sultant to  Midway 

Milt  Lombard  joins  company 

Otto  Lehman,  future  director  of  R  and  D,  joins  company 
Midway  leases  Cicero  plant 

Production  begins  in  new  plant 

IBM  equipment  is  introduced 

Midway  becomes  marketing  agent  for  the  Robin  Hood  bar  manu- 
factured by  Sherwood  &  Co.,  Ltd. 

Advertising  begins  on  Robin  Hood  in  seven  cities 

Ben  Nagle,  administrative  vice  president,  joins  company 
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administrative  jobs  and  titles  had  changed,  and  personnel  had  been 
moved  around  from  one  company  level  to  another.  In  the  process, 
numerous  "less  adaptable"  persons  had  been  released. 

During  the  study,  most  of  Midway's  executive  officers  were  moved 
from  the  factory  to  a  downtown  office  location.  Job  shifts  were  con- 
tinued, and  creation  of  a  new  administrative  position  was  taken  under 
consideration.  The  researcher  was  also  informed  by  company  executives 
of  shifts  in  policy  emphasis,  of  changes  in  executive  interpersonal  re- 
lations, and  of  an  opportunity  to  acquire  a  competing  candy  company. 
(See  Midway  Foods  Corporation  [B].) 

As  of  mid- 195 9,  Midway's  executive  organization  was  composed  of 
the  following  personnel: 

Mr.  Clark  Kramer,  president 

Mr.  Hal  Reiss,  marketing  vice  president 

Mr.  Andy  Kallal,  sales  vice  president 

Mr.  Milt  Lombard,  manufacturing  vice  president 

Mr.  Otto  Lehman,  head  of  research  and  development 

Mr.  Ben  Nagle,  administrative  vice  president 

ORGANIZATION  OF  CASE  MATERIAL 

The  Midway  Foods  material  is  presented  as  a  series  which  builds 
toward  the  final  two  cases  (E-l  and  E-2)  which  deal  particularly  with 
the  job  of  the  general  manager.  Midway  (A)^  deals  with  industry 
opportunities  and  competitive  characteristics,  company  resources,  and 
major  company  goals.  Midway  (B)  deals  with  a  profit  opportunity: 
should  Midway  buy  out  a  competitor?  Midway  (C)  describes  the  four 
functional  departments  including  their  mission,  methods  of  opera- 
tion, operating  problems,  and  the  personal  and  management  philoso- 
phy of  the  executive  responsible  for  each  department.  Midway  (D) 
presents  a  number  of  incidents  where  these  managers  are  working  with 
one  another  and  with  the  president.  In  Midway  ( E )  the  general  mana- 
ger describes  his  roles  in  directing  and  co-ordinating  operations;  in 
training,  motivating,  and  measuring  his  top-management  group;  and 
in  dealing  with  the  individual  executives  on  a  person-to-person  basis. 
The  ( E )  cases  also  describe  how  the  top  manager  sees  himself  as  a  per- 
son, and  how  he  deals  with  his  own  involvement  as  a  member  of  the 
management  team. 
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Main  Line  Foods,  Inc.,  an  old  and  well-known  firm  in  the  indus- 
try, manufactured  and  sold  two  major  brands  of  candy  which  had  been 
marketed  for  over  40  years  under  the  nationally  known  brand  names 
of  William  Venn  and  Liberty  Bell.  Following  World  War  II,  Main 
Line  had  "been  one  of  the  larger  firms  in  the  industry,  but  in  the  post- 
war years  sales  had  declined  about  75%  under  a  series  of  absentee 
managements.  By  1957  Main  Line  was  reported  to  be  operating  in  the 
fed,  with  its  loss  for  the  year  expected  to  be  in  excess  of  $300,000. 
For  more  than  two  years  successive  owners  had  been  trying  to  sell  the 
company;  it  had  become  known  in  the  industry  as  a  "loser  that  is  up 
for  sale  again." 

In  the  first  week  of  February,  1958,  Midway  was  considering  the  pur- 
chase of  Main  Line  Foods,  Inc.  The  negotiations  between  Midway  and 
Conglomerated  Holding  Corporation,  owner  of  Main  Line,  still  had 
four  principal  issues  to  resolve:  (1)  the  payment  schedule,  (2)  the 
amount  of  the  down  payment,  (3)  skepticism  on  the  part  of  Con- 
glomerated that  Midway's  management  could  turn  a  "loser"  into  a 
profitable  company,  and  ( 4 )  uncertainty  on  the  part  of  Midway's  man- 
agement as  to  whether  it  could,  in  fact,  turn  the  business  around  in  as 
short  time  as  it  hoped  it  could. 

Progress  of  the  Negotiations 

In  December,  1957,  Midway  heard  through  a  third  party  that  Main 
Line  was  again  for  sale.  Midway  approached  Conglomerated  about 
possible  purchase,  saying,  "We  have  no  money,  but  if  you  are  still  in- 
terested, so  are  we."  A  short  time  later  the  president  of  Conglomer- 
ated asked  Midway  to  submit  a  plan  of  what  it  might  do  with  Main 
Line  in  view  of  this  fact.  Midway  asked  for  an  opportunity  to  inspect 
the  plant  before  submitting  the  plan,  and  as  a  result  Midway  manage- 
ment was  given  permission  to  visit  Main  Line's  Philadelphia  plant,  in- 
spect its  operations  and  records,  and  receive  pertinent  financial  data 
for  previous  years.  Midway  would  then  submit  proposals  for  a  deal 
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and  also  for  a  plan  of  operations.  On  January  5,  Mr.  Nagle1  obtained 
the  publicly  available  information  in  Exhibit  1. 

Exhibit  1 

MIDWAY  FOODS  CORPORATION  (B-l) 
General  Information  on  Main  Line  Foods,  Inc. 

In  November,  1955,  Conglomerated  had  sold  Main  Line  to  In  and  Out  Cor- 
poration for  $1,375,000.  In  and  Out  Corporation  was  a  holding  company  widely 
known  for  its  buying  and  selling  of  companies.  In  and  Out  Corporation's  1955 
Annual  Report  contained  the  following  comments  about  its  acquisition  of  Main 
Line. 

In  November,  In  and  Out  acquired  Main  Line  Foods,  Inc.  Main  Line  is 
one  of  the  best-known  manufacturers  in  its  industry,  producing  William 
Penn,  Liberty  Bell,  Skimmer,  and  other  nationally  known  brands.  The  com- 
pany's main  plant  is  in  Philadelphia. 

*  *     *     *  * 

Your  management  is  pleased  with  the  progress  made  in  strengthening  its 
business.  However,  we  consider  it  only  the  beginning  of  a  more  profitable 
program.  Our  aim  is  to  diversify  our  operations  by  acquiring  additional  com- 
panies so  that  eventually  no  more  than  5  %  of  our  income  is  derived  from 
any  one  type  of  business. 

The  1956  Annual  Report  of  In  and  Out  Corporation  contained  the  following 
information: 

Sale  of  Subsidiary:  Subject  to  possible  cancellation  by  the  purchaser  as 
set  forth  below,  on  December  28,  1956,  In  and  Out  Corporation  sold  its  in- 
vestment in  Main  Line  to  High  Finance  Consultants,  Inc.,  for  $1,200,000 
the  purchase  price  to  be  payable  in  successive  monthly  installments  of 
$20,000  each,  without  interest  ....  The  sale  is  subject  to  [certain  require- 
ments}. Due  to  the  fact  that  these  requirements  may  not  be  met,  it  is 
possible  that  the  beneficial  interest  in  Main  Line  may  be  revested  in  the 
corporation  during  1957. 

The  1957  Annual  Report  of  In  and  Out  Corporation  stated: 
A  number  of  unprofitable  operations  which  we  felt  had  no  future  pros- 
pects were  eliminated.  Main  Line  Corporation,  A.B.C.  Corporation,  and 
X.Y.Z.  Corporation  were  disposed  of. 

#  #     #     #  * 

In  a  note  to  its  financial  statements,  In  and  Out  Corporation  explained  that 
the  sale  to  High  Finance  Consultants,  Inc.,  had  fallen  through  because  of  the 
latter 's  failure  to  meet  its  obligations.  Since  In  and  Out  Corporation  was  un- 
willing to  meet  these  obligations,  Main  Line  had  been  returned  to  Conglomer- 
ated. In  and  Out  Corporation  had  lost  over  $600,000  on  the  transactions. 

Source:  Annual  reports,  The  In  and  Out  Corporation. 


1  Mr.  Ben  Nagle,  administrative  vice  president  of  Midway  Foods. 
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On  January  8,  Mr.  Kramer,2  Mr.  Reiss,3  and  Mr.  Nagle  went  to 
Philadelphia.  When  they  arrived  at  the  factory,  however,  they  were 
given  only  a  quick  tour  of  the  plant  and  were  not  allowed  to  inspect 
company  records  or  to  interview  employees.  A  summary  of  manage- 
'^ment's  observations  on  the  Philadelphia  trip  is  contained  in  Exhibit  2. 

Exhibit  2 

MIDWAY  FOODS  CORPORATION  (B-l) 
Summary  of  Observations  on  Philadelphia  Trip 

1.  Main  Line's  factory  is  ultramodern  and  in  good  repair.  It  could  use  a  coat  of 

paint  to  brighten  it  up. 
2-  Jhe  operations  are  at  a  small  fraction  of  plant  capacity,  probably  less  than 

30%  of  one-shift  capacity.  Two  production  lines  are  in  use  four  days  a  week, 

and  factory  workers  are  on  a  four-day  week. 

3.  The  product  line  contains  several  items  which  require  considerable  setup 
time.  Because  of  their  small  volume,  these  items  are  very  expensive  to  pro- 
duce. One  product  is  being  sold  for  less  than  direct  cost. 

4.  Because  of  differences  in  product  ingredients,  Midway  items  cannot  economi- 
cally be  manufactured  on  Main  Line's  equipment.  Lack  of  space  prevents 
manufacturing  Main  Line's  products  in  Chicago.  Therefore,  until  Main  Line 
is  owned  outright,  it  would  not  make  sense  to  combine  the  two  operations,  t 

5.  Management  of  the  factory  is  sloppy.  People  are  not  working  hard.  Produc- 
tion runs  are  short,  thus  maximizing  setup  time.  The  manager  knows  little 
of  what  goes  on  in  the  plant. 

6.  Main  Line  does  not  have  a  union.  ^ 

7.  Inventory  is  high.  But  the  inventory  is  primarily  in  raw  materials  for  the 
low-volume  items.  If  they  were  to  be  discontinued,  almost  all  the  inventory 
could  be  sold.  This  inventory  is  probably  salable  at  75%  or  more  of  book 
value.  Main  Line  has  almost  no  inventory  on  hand  for  its  two  major  items. 

Source:  Company  records. 

After  returning  to  Chicago  the  Midway  executives  learned  that  a  mis- 
"-TnTderstanding  had  developed  between  Conglomerated  and  Main  Line, 
for  which  Conglomerated^  president  apologized.  He  promised  that 
financial  statements  would  be  forwarded  posthaste. 

After  receiving  the  financial  statements,  Midway's  top  management 
held  a  Saturday-Sunday  (January  11-12)  meeting  at  Mr.  Kramer's 
home.  Management  reviewed  the  information  contained  in  Exhibit  3 
and  then  drew  up  a  statement  of  basic  objectives  and  bargaining 
strategy  (Exhibit  4),  a  projected  profit  and  loss  statement  (Exhibit  5), 
and  a  projected  cash  flow  statement  (Exhibit  6). 


2  Mr.  Clark  Kramer,  president. 

3  Mr.  Hal  Reiss,  marketing  vice  president. 
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Exhibit  3 — Continued 

MIDWAY  FOODS  CORPORATION  (B-l) 
Profit  and  Loss  Statement  for  Main  Line  Foods,  Inc.,  October  and 
November,  1957,  and  Ten  Months  Ended  October  31,  1957 
(Dollars  in  Thousands)  * 

10  Mo.  End. 


October^ 

% 

November 

% 

October  31% 

% 

Gross  sales  

.  .  .  .$257.1 

101.57 

$207.4 

101.14 

$1,948.1 

102.41 

Returns  and  allowances  

0.8 

1.1 

/ 

11.9 

( 

Free  boxes  

....  3.2 

\l.57 

1.2 

\1.14 

33.9 

\2.41 

Net  sales  

. . .  $253.2 

100.00 

$205.1 

100.00 

$1,902.3 

100.00 

....  216.4 

85.49 

190.5 

92.96 

1,607.2 

84.49 

. .. .$  36.7 

14.51 

$  14.6 

7.04 

$  295.1 

15.51 

Expenses : 

Cash  discount  

$  4.8 

1.88 

$  3.5 

1.69 

$  32.0 

1.68 

Selling  

....  25.1 

9.91 

20.7 

10.11 

202.2 

10.63 

11.4 

4.51 

8.1 

3.96 

110.1 

5.79 

Freight  and  warehouse  

....  17.4 

6.88 

13.1 

6.38 

135.2 

7.11 

Total  Expenses  

.  .  .  .$  58.7 

23.18 

$  45.4 

22.14 

$  479.5 

25.21 

Operating  loss  

. . . .$  21.9 

8.67 

$  30.9 

15-10 

$  184.5 

9.70 

Other  income : 

Purchase  discount  

$  1.3 

{o.55 

$  1.5 

{o.77 

$  6.8 

0.36 

Bad  debt  recoveries  

0.1 

0.1 

0.4 

0.02 

Miscellaneous  

0.3 

0.02 

Total  Other  Income  

$  1.4 

0.55 

$  1.6 

0.77 

$  7.5 

0.40 

Nonoperating  expense  

5-0 

0.26 

Loss  before  interest  charges  

$  20.6 

8.12 

$  29.3 

14.33 

$  181.9 

9.56 

Interest  charges: 

Notes  payable  and  mortgage  .  .  . 

$  29.6 

1.55 

Factoring  and  material  loan    .  .  . 

....$  0.3 

0.13 

$  0.4 

0.21 

19.5 

1.03 

Total  Interest  Charges  

 $  0.3 

0.13 

$  0.4 

0.21 

$  49.1 

2.53 

Net  Loss  

 $  20.9 

8.25 

$  29.7 

14.54 

$  231.0 

12.14 

*  Dollar  figures  fail  to  add  or  subtract  exactly  due  to  rounding. 

t  For  breakdown  of  factory  direct  labor  costs,  October,  1957.  see  Exhibit  3— Continued. 

j  For  breakdown  of  selling  expense  for  ten  months  ending  October  31,  1957,  see  Exhibit  3 — Continued. 

Source:  Main  Line  records. 


MIDWAY  FOODS  CORPORATION  (B-l) 
Selling  Expenses  and  Factory  Direct  Labor  for 
Main  Line  Foods,  Inc.,  Selected  Periods,  1957 

SELLING  EXPENSES,  TEN  MONTHS  ENDED  OCTOBER  31,  1957 

Salaries  and  wages   $  28,238 

Salesmen's  salaries  and  expenses   20,729 

Commissions   67,465 

Samples  and  free  goods   42,954 

Advertising: 

Magazine  $1,505 

Outdoor   312 

Point  of  sale  ■  4,055  5,872 

Entertainment  and  conventions   4,135 

Travel   5,951 

Miscellaneous   26,901 

Total   $202,245 
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Exhibit  3 — Continued 

FACTORY  DIRECT  LABOR,  OCTOBER,  1957 


Item 

Actual 
Labor 

Standard 
Labor 

^)verS 
Standard 

William  Penn  

Liberty  Bell  

Haverford  

Esther  Williamson .... 
Skimmer  

$  5,151 
18,015 
302 
547 
6,451 

$  2,978 
12,764 
85 
256 
2,236 

$  2,174 
5,251 
217 
291 
4,215 

$30,455 

$18,318 

$12,148 

Source:  Main  Line  records. 


MIDWAY  FOODS  CORPORATION  (B-l) 
Balance  Sheet  for  Main  Line  Foods,  Inc.,  as  of  October  31,  1957 


ASSETS 

Current  Assets: 

Cash  $  16,349 

Accounts  receivable  (net)*   132,628 

Inventories: 

Raw  materials  $  63,754 

Packaging  materials   114,643 

Finished  goods   138,311 

Supplies   14,480 

Total  Inventories  $  331,187 

Federal  income  tax  refund   6,012 

Deposits  and  freight  claims   2,960 

Total  Current  Assets  $  489, 136 

Fixed  Assets: 

Land   67,921 

Buildings  (cost  less  reserves  of  $23,126)   460,814 

Machinery,  equipment,  furniture,  etc.  (cost  less  reserves  of  $104,319) .   .  830,988 

Total  Fixed  Assets  (cost  less  reserves  of  $127,445)  $1,336,597 

Prepaid  and  deferred  charges   21,190 

Goodwill   50,000 

Total  Assets  $1,896,922 


LIABILITIES 

Current  Liabilities: 

Accounts  payable  $  42,772 

Notes  payable,  bank  loan*   65,179 

Notes  payable,  other   150,000 

Accrued  payrolls   10,130 

Commissions   9,911 

Taxes,  real  estate,  and  property   13,886 

Taxes,  unemployment  and  withholding   11,810 

Miscellaneous   17,177 

Total  Current  Liabilities  $  320,846 

Mortgage  payable   1,149,072 

Net  worth : 

Common  stock  $  1,000 

Capital  surplus   777,478 

Earned  surplus   (351,473) 

Total  Net  Worth  $  427,005 

Total  Liabilities  and  Net  Worth  $1,896,922 


*  A  total  of  $76,681  in  accounts  receivable  was  pledged  as  collateral  for  a  bank  loan  of  $65,179. 
Note:  Discrepancies  in  totals  due  to  rounding. 
Source:  Main  Line  records. 
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Exhibit  4 

MIDWAY  FOODS  CORPORATION  (B-l) 
Guidelines  for  Negotiations 

Objectives: 

1.  Do  not  permit  the  purchase  of  Main  Line  to  endanger  the  financial  safety 
of  Midway.  Purchase  only  through  the  medium  of  a  paper  corporation  to 
be  owned  jointly  by  Midway  and  Conglomerated  and  to  be  dissolved 
after  Main  Line  has  been  paid  for. 

2.  Minimize  or  eliminate  the  down  payment. 

3.  Try  to  spread  out  payments  so  they  can  be  met  entirely  from  future  earn- 
ings of  Main  Line. 

4.  Obtain  full  operating  control  of  Main  Line,  subject  only  to  cancellation 
for  failure  to  meet  obligations  as  specified  in  sale  contract.  Such  operating 
authority  to  include  right  to  discharge  personnel  and  to  discontinue  all 

„  but  the  two  major  brands.  ~  

Negotiating  Strategy: 

1.  Conduct  the  negotiations  in  such  a  way  that  the  principals  for  Conglom- 
erated have  a  good  opportunity  to  appraise  how  Midway  manages  its  af- 
fairs, but  do  not  show  Midway  financial  statements. 

2.  Depend  upon  the  word  of  Conglomerated's  principals.  They  have  been 
honest  and  fair  in  their  negotiations  to  date  and  appear  to  be  earnestly 
seeking  a  mutually  satisfactory  deal. 

3.  Depend  upon  Conglomerated's  good  judgment  as  Midway's  No.  1  asset. 
Main  Line  is  losing  money  at  a  rapid  pace  and  must  be  disposed  of  shortly 
or  Conglomerated's  loan  of  $300,000  for  working  capital  will  be  down  the 
drain. 

4.  Conglomerated  is  delaying  publication  of  its  annual  report  because  it  wants 
to  state  in  the  annual  report  that  Main  Line  has  been  disposed  of  for  an 
amount  in  excess  of  its  book  value  to  Conglomerated. 

Source:  Company  records. 

By  Sunday,  January  12,  four  alternative  purchase  proposals  had  been 
drafted,  two  of  which  became  the  basis  of  subsequent  discussions. 

/  21  ' 
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Exhibit  5 

MIDWAY  FOODS  CORPORATION  (B-l) 
Pro  Forma  Profit  and  Loss  Statement  for  Main  Line  Foods, 


Inc. 


MARCH,  1958-MARCH,  1959 
(Dollars  in  Thousands) 

Projected  Operations  for  Sales* 

,  Volumes  of  $2,1 

Dollars 

Net  sales: 

Liberty  Bell  $1,700.0 

William  Perm   400.0 

Total  Net  Sales   ,_$^100.0 

Less :  Manufacturing  expense : 

Raw  materials  $1,176.0 

Factory  labor   407.0 

Trafficf   147.0 

Commissions!   105-0 

Selling   67.0 

General  and  administrative .  .  .  35-5 
Total  Manufacturing  Expense 
Gross  profit  

Overhead : 

Nonoperative  costs: 

Depreciation  $  60.0 


1,937.5 
$  162.5 


Projected  Operations  for  Sales 

-Volumes  of  $2,300  x 

Per  Cent 


100.0% 

56.0 
17.7 

7.0 

5-0 

3.0 

1.5 
90.2 

9.8 


re"  ut>»* 

Dollars 

82.6% 

18.4 

100.0 

$2,300.0 

56.0 

$1,288.0 

19.3 

407.0 

7.0 

161.0 

5.0 

115.0 

3.2 

67.0 

1.7 

35.5 

92.2 

2,073.5 

7.8 

$  226.5 

Taxes  

General  insurance . 


16.0 
4.6 


$  80.6 


Minimum  operating: 

Steam  and  air  conditioning .  .  $  19.0 

Steam  super   7.5 

Water  and  electricity   16.0 

Oil  and  coal   9-5 

Miscellaneous   8.0 


60.0 
140.6 
21.0 


Margin  for  error — 15%  

Amount  which  must  be  generated 
in  gross  profit  

*  "Conservative"  or  "worst  that  can  happen"  estimate  of  sales. 

t  Fixed  percentage  of  volume. 

Source:  Company  records. 
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Exhibit  6 

MIDWAY  FOODS  CORPORATION  (B-l) 
Pro  Forma  Projection  of  Working  Capital  before  Payments  on 
Principal— January,  1958-February,  I960— for  Main  Line  Foods,  Inc. 
(In  Thousands  of  Dollars) 


EOM 

oaies 

Profit  or 
Loss  before 

EOM 

Working 

Advertising 
Expenditure 

Profit 
after 

Working 
Capital 

Advertising 

Capital 

Advertising 

Advertising 

1958: 

$(25.0) 

January  

$  200.0 

$100.0* 

February  

200.0 

(20  0) 

80.0 

March  

20OL0f 

(15.0) 

65.0 

April  

225.0 

(5.0) 

60.0 

■ 

May  

250.0 

5.0 

65.0 

A  1 

June  

250.0 

10.0 

75.0 

No 

No 

July  

225.0 

10.0 

85.0 

None 

Change 

Change 

August  

200.0 

(3-0) 

82.0 

September  

250.0 

15.0 

97.0 

October  

250.0 

15.0 

112.0 

November  

200.0 

(1.0) 

111.0 

December  

200.0 

(1.0) 

110.0 

T°tal 

$2,650.0 

$  (9.0) 

 — — _ 

1959: 

January  

$  250.0 

$  15.0 

125.0 

$  0.0 

$  15.0 

$125.0 

February. . .  

250.0 

15.0 

140.0 

0.0 

15.0 

140.0 

March  

240.0 

13.0 

153.0 

10.0 

3.0 

143.0 

April  

"270.0 

20.0 

173.0 

10.0 

10.0 

153.0 

May  

300.0 

30.0 

203.0 

10.0 

20.0 

173.0 

June  

300.0 

30.0 

233.0 

10.0 

20.0 

193.0 

July  

270.0 

20.0 

253.0 

10.0 

10.0 

203.0 

August  

240.0 

13.0 

266.0 

10.0 

3.0 

206.0 

September  

300.0 

30.0 

296.0 

0.0 

30.0 

236.0 

October  

300.0 

30.0 

326.0 

0.0 

30.0 

266.0 

November  

240.0 

13.0 

339.0 

0.0 

13.0 

299.0 

December  

240.0 

13.0 

352.0 

0.0 

13.0 

312.0 

Total  

$3,200.0 

$242.0 

$60.0 

$182.0 

1960: 

January  

$  300.0 

$  30.0 

382.0 

$  0.0 

$  30.0 

332.0 

February  

300.0 

30.0 

412.0 

0.0 

30.0 

362.0 

*  Sources  of  initial  $100,000  working  capital:  525,000  brokers'  commissions;  $60,000  suppliers'  additional  dating; 
$15,000  Midway  loan.  In  addition  to  the  projected  figures  shown,  working  capital  would  increase  by  $.300,000  at 
time  of  purchase  because  Conglomerated  had  agreed  to  convert  its  $300,000  short-term  loan  into  long-term  debt. 

t  Sales  estimates  henceforth  on  "most  probable"  basis. 

Source:  Company  records. 


Major  Problems 

the  payment  schedule 


Midway  insisted  on  a  payment  schedule  which  would  permit  pur- 
chase of  Main  Line  out  of  the  latter's  anticipated  future  earnings. 
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Midway  made  it  clear  that  its  own  tight  financial  position  made  any 
other  form  of  payment  impossible.  As  a  result,  several  payment  sched- 
ules were  discussed,  with  Midway  favoring  gradually  rising  payments 
spread  over  a  ten-year  period.  Conglomerated  expressed  interest  in  a 
shorter  repayment  period,  with  the  payments  tapering  off  toward  the 
end. 

WORKING  CAPITAL  GUARANTEE 

Since  Main  Line  was  losing  about  $20,000  per  month,  Conglom- 
erated had  loaned  $300,000  to  Main  Line  for  additional  working  capi- 
tal. Conglomerated  insisted  that  any  sale  agreement  contain  Midway's 
guarantee  that  Main  Line's  working  capital  would  go  no  lower  than 
$244,000.  In  the  event  that  Midway  was  unable  to  fulfill  its  obliga- 
tions, it  would  be  required  to  reimburse  Main  Line  to  bring  working 
capital  up  to  the  $244,000  figure.  Although  Midway  had  originally 
declined  to  be  bound  by  such  a  guarantee,  in  January  it  provisionally 
agreed  to  do  so  in  return  for  a  50%  reduction  in  the  down  payment, 
from  $100,000  to  $50,000. 

THE  DOWN  PAYMENT 

Midway  attempted  to  find  the  $50,000  needed  for  the  down  pay- 
ment. The  money  was  not  available  from  company  funds  and  could 
not  be  secured  from  either  Midway's  or  Main  Line's  banking  connec- 
tions or  from  any  of  Midway's  major  suppliers.  Subsequently,  how- 
ever, a  Midway  customer  agreed  to  provide  the  required  cash  and  to 
accept  repayment  through  a  purchase  discount. 

PURCHASE  PRICE 

The  purchase  price  had  not  been  a  major  issue  from  Conglom- 
erated^ point  of  view,  as  long  as  it  was  in  excess  of  book  value,  since 
(1)  Conglomerated  would  receive  at  most  only  a  $50,000  cash  pay- 
ment and  the  remainder  from  future  earnings,  and  (2)  Conglom- 
erated^ security  in  the  deal  rested  upon  Midway's  ability  to  turn  a 
loser  into  a  profitable  company  in  order  to  generate  these  future  earn- 
ings. Conglomerated's  major  concern,  therefore,  was  not  the  exact 
amount  of  the  sale  price  but  the  likelihood  that  Midway  would  actually 
make  money  on  Main  Line  rather  than  "dumping  it  back  in  Conglom- 
erated's lap."  As  seen  in  Exhibit  1,  Main  Line  had  been  "revested" 
with  Conglomerated  following  a  previously  unfulfilled  sale  contract. 
The  purchase  price  was  not  a  major  issue  for  Midway  since  the  amount 
would,  in  any  event,  have  to  come  from  future  earnings.  During  the 
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course  of  the  negotiation,  a  price  of  $1.5  million  was  asked  by  Conglom- 
erated, which  noted  that  its  investment  in  Main  Line  was  carried  at  $1.3 
million  on  its  books. 


Midway's  Corporate  Objectives 

The  possible  acquisition  of  Main  Line  would,  in  the  opinion  of  the 
researcher,  be  consistent  with  some  of  Midway's  corporate  objectives 
and  inconsistent  with  some  others. 

The  acquisition  of  two  new  brands  would  be  consistent  with  Mid- 
way's phase-one  objettiy^jpf  J^owjhu. .It  would  add  over  $2  million  to 
annual  sales  in  staple  brand-name  items — items  which  would  cte1 — 
pendToTfuture  growth  upon  Midway's  marketing  skills.  Also  it  would 
fit  in  with  the  objective  of  diversification  in  the  candy  industry,  and 
was  particularly  smtabTenunc^^  candy  bar  did  not  con- 

tain chocolate  and  sold  well  in  warm  weather.  Liberty  Bell  would,  in 
management's  words,  "act  as  a  balance  wheel." 

However,  the  two  brands  would  require  substantial  advertising  ex- 
penditures ( 1 )  to  halt  their  sales  decline,  and  (2)  to  become  more 
profitable  by  regaining  lost  volume.  While  both  brands  were  nation- 
ally known,  distribution  was  spotty,  with  approximately  70%  of  Wil- 
liam Penn  sales  concentrated  in  the  six-state  New  England  area.  Re- 
introducing this  brand  on  a  national  basis  would  be  ( in  management's 
opinion)  only  slightly  less  difficult  than  introducing  a  new  brand.  For 
either  to  become  a  truly  national  brand  would  require  (in  the  re- 
searcher's opinion)  some  diversion  of  funds  from  either  (1)  the 
advertising  budget  for  the  Midway  brand,  or  (2)  profits,  thus  delay- 
ing the  accumulation  of  a  profit  backlog.  Therefore  if  Midway  were 
to  try  to  develop  either  brand  (or  both)  through  advertising,  it  would  \\ 
income  measure  compromise  the  new  phase-two  objective  of^coa-  Rk  (T*^s 
solidationJojr_piQEtsIIIi;  "~*"~"  *  •' 

Moredifficult  to  assess  was  the  strain  on  the  manufacturing  depart- 
ment. Since  no  new  money  for  machinery  could  be  appropriated,  Main 
Line  would  have  to  use  present  equipment  J^hkh^as^in  good  con-^ 
dition  according  to  Mr.  Kramer,  and  was  not  according  to  Mr.  Lom- 
bard) ,_until  its  own  profits  had  generated  an  adequate  cash  reserve. 
In  the  meantime  the  manufacturing  department  would  have  to  cut 
costs  sharply  without  spending  money  for  equipment.  Since  the  two 
manufacturing  operations  could  not  be  integrated  economically,  the 
manufacturing  department  would  have  to  supervise  both  plants,  and 

4  Mr.  Milt  Lombard,  manufacturing  vice  president. 
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to  do  so  without  a  significant  increase  in  supervisory  personnel.  This 
would  strain  an  implicit  corporate  objective  of  trying  to  get  away 
from  continual  "crises." 

Commenting  on  the  risk  involved  in  the  Main  Line  acquisition,  man- 
agement stated:  'There  is  nothing  to  lose  provided  we  are  careful  not 
to  allow  the  working  capital  to  be  depleted  below  the  allowable  $244,- 
000.  They  are  willing  to  change  the  $300,000  loan  to  a  long-term 
note,  which  means  we  would  start  off  with  almost  $400,000  in  work- 
ing capital.  If  we  couldn't  turn  it  around  before  it  got  down  to  $244,- 
000,  we  could  simply  say,  'We're  sorry,  fellows.  We  tried  our  best, 
but  couldn't  make  it.  Now  you  can  have  it  back.' 

"In  another  sense  there  would  be  some  risk  in  taking  time  and  ef- 
fort away  from  running  our  own  business.  And  of  course  we  would 
be  risking  our  $50,000  down  payment." 

On  February  4,  with  time  running  out,  Midway's  management 
knew  that  ( 1 )  it  would  have  to  make  its  final  decision  on  the  basis 
of  existing  information  (Exhibits  1-6);  (2)  the  monthly  losses  being 
suffered  by  Main  Line  were  so  large  that  sale  of  the  company  would 
probably  be  completed  in  the  very  near  future,  if  not  to  Midway  then 
to  another  purchaser;  and  (3)  if  its  offer  were  accepted,  immediate 
action  to  eliminate  the  continuing  losses  would  be  needed. 


fC<*C<*C<*C<*C<*C<*C<*C<*C<*C<*C<*C<>tC<*C^ 
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This  case  describes  Midway's  four  departments — marketing,  manu- 
facturing, R  and  D,  and  administrative — as  they  operated  following 
the  Main  Line  acquisition.  Data  are  presented  on  the  functions,  re- 
sources, and  operating  problems  of  each  department;  on  how  each 
department  was  managed;  and  on  how  each  manager  saw  himself. 
With  these  data  one  can  begin  to  understand  better  the  relationship 
of  one  department  to  another  and  gain  some  appreciation  for  the 
president's  task  of  co-ordinating  these  four  organizations.  In  addition, 
this  material  is  essential  for  the  understanding  of  subsequent  cases 
where  the  reader  watches  the  three  vice  presidents  interacting,  listens 
to  the  president  describe  how  he  works  with  each  department  head, 
and  watches  the  president1  work  with  this  top-management  team. 

The  Marketing  Department 

The  marketing  department  had  two  principal  missions:  (1)  to  sell 
staple  brand-name  food  items  to  the  national  market,  and  (2)  to 
develop  individual  markets  so  that  a  brand  reached  a  significant  level 
of  sales  in  each  market.  Even  though  it  was  possible  to  have  a  small 
volume  of  sales  in  a  market,  Midway  was  aiming  to  exploit  the  poten- 
tial of  each  market  so  that  a  directly  competitive  item  could  not  come 
in,  gain  consumer  acceptance,  and  eventually  replace  the  Midway 
items  in  most  or  all  outlets  in  the  market.  To  implement  its  objec- 
tives, Midway  invested  money  in  consumer  advertising  in  order  to  win 
basic  consumer  acceptance  for  each  of  its  brands  or,  as  the  marketing 
vice  president  called  it,  to  'carve  out  a  consumer  franchise  in  a  mar- 
ket for  each  brand." 

The  basic  problem  facing  the  department  was  how  to  build  four 
staple  national  brands  at  the  same  time,  within  the  limitations  of 
Midway's  tight  financial  position,  and  as  rapidly  as  possible.  The  mar- 
keting vice  president2  stated,  "Because  our  industry  is  heading  toward 

1  Mr.  Clark  Kramer,  president  of  Midway  Foods. 

2  Mr.  Hal  Reiss,  marketing  vice  president. 
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advertising  maturity,  with  each  year  that  passes  it  becomes  more  diffi- 
cult and  more  expensive  to  establish  a  new  brand"  (see  Exhibit  1). 


PRODUCT  LINE 

Midway  sold  four  major  brands  of  candy  and  two  branded  food 
items.  Each  brand  of  candy  was  somewhat  different  from  any  com- 
petitive piece;  none  was  a  "me  too"  brand.  Each  was  sold  in  several 
forms,  varying  from  one-cent  items  to  economy  boxes  or  one-pound 
bars.  However,  each  brand  had  one  basic  piece  which  accounted  for 
over  50%  of  sales.  All  four  lines  had  seasonal  sales  variations,  with 
the  cool-weather  brands  virtually  disappearing  from  the  shelves  dur- 
ing the  summer  months.  The  three  Midway-manufactured  brands 
(Robin  Hood  was  manufactured  by  Sherwood  and  Company  of  Not- 
tingham, England)  were  of  average  quality  for  their  price  class.  All 
four  brands  were  made  with  natural  rather  than  the  less  expensive 
synthetic  ingredients  and  were  packaged  in  average-quality  wrappers. 
Three  were  of  average  size,  while  the  Midway  bar  was  of  less  than 
average  weight  for  its  price  class. 


Brand  Name 

Retail  Price 

Size 
(Weight) 

Best  Season 

Relative  Sales 
Rank 

Midway  

Small 

Cool  weather 

1 

William  Penn  

Average 

Cool  weather 

4 

Liberty  Bell  

Average 

Warm  weather 

2 

Robin  Hood  

1C# 

(*) 

Cool  weather 

3 

*  No  closely  competitive  product  on  the  market. 


PRICING 


Retail  prices  on  all  four  brands  has  been  constant  for  years,  though 
the  company  was  trying  to  upgrade  the  Midway  and  William  Penn 
bars  from  5 -cent  to  10-cent  items.  This  effort  had  met  with  limited 
success,  management  stated,  since  the  American  candy-bar  market 
was  still  "basically  a  5 -cent  market."  Midway's  prices  to  customers 
were  equal  to  the  industry  leaders'  prices  and  slightly  higher  than 
those  of  some  of  its  smaller  competitors.  Management  stated  its  whole- 
sale prices  were  "at  the  top;  they  can't  go  higher." 


DISTRIBUTION 


Midway  products  were  distributed  through  25  brokerage  organiza- 
tions to  over  10,000  jobbers  and  chain-store  accounts.  Brokers  received 
a  5%  commission  on  all  sales  in  their  territory  (there  were  no  "house 
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accounts")  and  in  addition  were  eligible  for  progressively  rising  bo- 
nuses for  sales  in  excess  of  the  quota  on  each  brand.  The  5%  "sales 
cost,"  as  Midway  called  it,  compared  with  1  Vz  %-2  %  for  the  large  com- 
panies that  sold  direct  and  2  %-3  Vi  %  for  the  major  manufacturers  who 
sold  through  brokers.  "Only  the  small  fry  pay  5%,  and  that's  for 
only  one  reason — they  have  to  pay  it  in  order  to  get  distribution  at 
all.  We  are  just  now  getting  big  enough  to  be  a  borderline  case," 
said  Mr.  Reiss  the  marketing  vice  president. 

Probably  the  most  significant  aspect  of  Midway's  distribution  sys- 
tem was  the  company's  insistence  that  brokers  employ  detail  men3  to 
cover  retail  and  chain  accounts.  Brokers  were  expected  to  use  the  de- 
tail men  to  widen  distribution  and  to  secure  a  rapid  increase  in  dis- 
tribution each  fall  for  the  three  cool-weather  bars.  I  The  importance  of 
fall  distribution  can  be  seen  from  the  following  figures  for  Chicago: 


Month 

Per  Cent  of  Retailers 
with  Midway  on 
Hand  as  Detail 
Men  Arrived 

Per  Cent  of  Retailers 
with  Midway  on 
Hand  after  Call  by 
Detail  Men 

August  

6% 

7% 

September  

35 

60 

December  

65 

80 

March  

82 

91 

"That's  been  one  of  the  big  problems  with  this  business,  we  have  to 
rebuild  distribution  each  fall.  It's  almost  like  starting  up  a  new  busi- 
ness. "||  Through  extensive  use  of  detail  men,  Midway  believed  it  had 
secured  much  better  than  average  distribution  in  the  candy  industry. 
Mr.  Reiss  also  stated  that  such  high  distribution  had  allowed  the  com- 
pany to  develop  markets  more  cheaply  than  if  it  had  tried  to  rely  on 
advertising  to  stimulate  demand  and  pull  the  product  through. 

The  researcher  learned  from  one  of  the  company's  brokers  that 
Midway's  extensive  use  of  detail  men  had  helped  create  an  industry 
trend.  "Midway  had  a  hard  time  convincing  brokers  to  use  detail  men 
for  a  long  time,  but  now  people  can  see  it's  paying  off,  and  other  com- 
panies are  starting  to  do  the  same  thing.  Midway  knows  what  goes 
on  at  the  retail  level,"  he  continued.  "They  know  what  makes  a  prod- 
uct tick  and  how  to  develop  a  market.  I'd  say  Midway  was  exceptional 
in  the  industry  in  this  respect 7j 

PROMOTION 

Midway  used  a  wide  assortment  of  promotional  activities  to  in- 
crease distribution  and  stimulate  retail  sales.  Promotional  devices  in- 


3  Salesmen  who  called  on  customers. 
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eluded  dealer  discounts  in  the  fall,  combination  deals,  free  merchan- 
dise, contributions  to  chain  account  advertising  campaigns,  contests 
where  consumers  (particularly  children)  could  win  prizes,  and  occa- 
sionally special  sales  where  retail  prices  were  reduced  for  a  short  time. 
The  company  was  regarded  as  among  the  most  active  in  the  industry 
in  the  promotion  area. 

ADVERTISING 

Television  advertising  was  the  company's  most  important  marketing 
activity.  About  half  of  the  marketing  budget  was  devoted  to  con- 
sumer advertising,  all  of  which  was  spent  for  local  or  regional  tele- 
vision commercials.  The  commercials  included  filmed  cartoons,  spot 
announcements,  and  straight  "hard  sell"  commercials  done  live  by 
local  announcers. 

All  advertising  was  planned  on  the  basis  of  local  TV  markets,  and 
the  amount  devoted  to  each  brand  in  a  particular  market  generally 
depended  on  its  anticipated  sales  within  that  market.  For  example, 
Robin  Hood  sales  were  high  in  Green  Bay,  Wisconsin,  and  were  sup- 
ported by  advertising  in  that  market,  but  William  Penn  sales  in  that 
area  were  negligible,  and  this  line  was  not  advertised  there. 

Midway's  advertising  was  planned  and  put  into  operation  by  the 
Dearborn  agency,  a  Chicago  advertising  firm  noted  for  its  over-all 
marketing  abilities.  The  agency,  working  closely  with  President  Kra- 
mer and  Mr.  Reiss,  developed"  a  marketing  plan  each  year  for  each 
brand.  This  plan  included  over-all  objectives  as  well  as  market-by- 
market  projections  and  expenditures.  Midway's  management  set 
limits  on  the  advertising  budget  based  on  corporate  financial  and 
manufacturing  considerations,  played  a  major  part  in  determining 
marketing  strategy,  and  exercised  final  review  over  the  plans;  but  the 
agency  was  responsible  for  development  of  a  full  marketing  (not  just 
advertising)  plan  and  for  the  execution  of  the  advertising  part  of 
the  plan. 

THE  SALES  PLAN 

The  marketing  department  developed  an  annual  plan  (a  document 
of  approximately  40  pages)  which  covered  all  phases  of  corporate 
sales  activity.  The  plan  included: 

1.  Corporate  sales  goals  by  brand. 

2.  The  over-all  advertising  plan. 

3.  Goals  and  plans  for  each  regional  territory  (four  in  all) . 

4.  Goals  for  each  broker  ( 25  in  all) . 
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It  also  contained  a  review  of  the  progress  (and  disappointments)  in 
each  category  for  the  current  year.  Exhibit  2  contains  a  sample  page 
for  one  of  Midway's  brokers. 

The  over-all  marketing  plan  was  based  not  on  brokers'  territories 
but  on  TV  market  areas.  Thus,  while  the  New  England  broker's  terri- 

Exbibit  2 

MIDWAY  FOODS  CORPORATION  (C) 
Broker  No.  10 

Sales  Objectives— 1958-59: 

1.  Organize  broader  missionary  operation  by  addition  of  more  men. 

2.  Widen  sales  to  independent  supermarkets  of  package  items  through  drop 
shipments  or  warehouse  withdrawals. 

3.  Reinstate  item  No.  108  with  Family  Tea  Chain. 

4.  Obtain  wider  distribution  on  Liberty  Bell  and  Robin  Hood. 

5.  Commence  building  William  Penn  sales. 

6.  Continue  further  expansion  of  item  No.  104  sales  through  retail  outlets. 

7.  Sell  Hi  Lo  (  chain  stores ) . 

8.  Increase  sales  to  prominent  vending-machine  operators. 

9.  Obtain  greater  effectiveness  from  advertising  contracts  by  arranging  regu- 
lar schedule  of  promotions. 

10.  Widen  distribution  among  vendors  on  all  brands  by  taking  advantage  of 
special  promotion  scheduled  in  late  September. 

11.  Arrange  to  make  regular  calls  on  all  syndicate  stores. 

All  of  us  at  Midway  are  ready  to  help  in  any  way  we  can  to  assist  you  in 
reaching  the  goals  we  have  set. 

Our  regional  sales  managers,  or  Andy  Kallal,  Hal  Reiss,  or  Larry  Rosen  will 
work  with  you  at  various  intervals,  giving  you  whatever  sales  or  promotion  as- 
sistance you  might  require. 

Our  objectives  are  reasonable — the  planning  is  sound — the  successful  execu- 
tion of  these  plans  is  in  your  hands. 

Source:  Company  records. 

tory  included  six  states,  the  company's  marketing  plans  were  based 
upon  separate  marketing  programs  for  Augusta,  Portland,  Boston, 
Providence,  Worcester,  and  New  Haven.  "TV  has  become  so  im- 
portant in  this  industry  that  conventional  marketing  areas  don't  mean 
a  thing,"  said  Mr.  Reiss. 

MARKETING  INFORMATION 

The  marketing  department  had  three  important  sources  of  informa- 
tion: field  personnel,  customer  orders,  and  the  IBM  reports.  Midway's 
three  regional  sales  managers  spent  almost  all  their  time  supervising 
and  assisting  the  brokers,  generally  with  matters  relating  to  problems 
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at  the  retail  level.  They  were  thus  close  to  the  sources  of  basic  informa- 
tion and  sent  in  informal  memos  or  called  long  distance  as  the  oc- 
casion arose. 

Customer  orders  arrived  in  a  pile  on  the  marketing  vice  president's 
desk  each  morning,  and  both  he  and  the  field  sales  manager4  looked 
through  them  for  sales  to  key  accounts  and  repeat  orders.  From  these 
clues  the  two  men  said  they  could  tell  how  special  promotions  were 
going  and  how  a  new  advertising  campaign  was  doing.  The  IBM 
section  sent  the  department  a  daily  sales  report  including  sales  received 
up  to  the  previous  day  (grouped  by  each  broker's  territory),  sales  for 
the  month  and  year  to  date,  and  the  sales  target  through  the  end  of 
the  month.  In  addition,  each  month  the  IBM  section  sent  a  sales  break- 
down by  TV  market  areas  and  by  individual  customers. 

With  this  high-speed  information,  the  department  was  able  to  spot 
trouble  in  a  matter  of  days.  For  example,  "If  we  spot  something  in 
New  Haven  as  we  go  over  the  invoices  in  the  morning,  we'll  call 
the  New  England  broker  and  have  him  fly  in  from  Boston  the  same 
afternoon  or  the  next  day  to  find  out  the  cause  and  correct  it." 

DEPARTMENTAL  ORGANIZATION 

The  marketing  department  had  two  vice  presidents,  Andy  Kallal 
and  Hal  Reiss.  Its  organization  was  a  mixture  of  specialization  by  job 
function,  by  customer  and  region  served,  and  by  the  abilities  of  the 
people  involved.  Departmental  duties  were  of  two  principal  types: 
field  work  "with  the  trade,"  and  staff  work  in  the  home  office.  While 
Mr.  Reiss,  marketing  vice  president,  was  responsible  for  direction  of 
both,  in  practice  he  directed  activities  in  the  home  office,  and  Mr. 
Kallal  worked  in  the  field  along  with  the  three  regional  managers. 

The  field  personnel  operated  under  objectives  and  policies  set  forth 
in  the  marketing  plan,  yet  had  considerable  autonomy  within  these 
limits.  Said  one  of  the  regional  men,  "I've  been  offered  several  jobs 
at  over  S2,000  more  a  year  in  salary,  but  I'm  not  interested.  This 
job  gives  me  real  freedom  to  travel,  to  work  out  deals  and  promo- 
tions, and  to  try  my  own  ways  of  doing  some  things.  I'm  training 
brokers  to  sell  our  way;  the  office  gives  me  all  the  information  and 
help  I  need  and  lets  me  do  things  my  way  as  long  as  I  get  the  results." 

Andy  Kallal.  Mr.  Kallal  spent  nine  months  of  the  year  on  the 
road,  two  on  vacation,  and  one  in  the  home  offices.  "I'm  Midway's 
ambassador  to  the  trade,"  he  said.  "I've  been  selling  to  the  trade  for 


4  Mr.  Larry  Rosen,  field  sales  manager. 
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over  35  years  and  I  know  almost  every  jobber  and  broker  in  the  busi- 
ness— over  10,000  of  them,  anyway.  I'm  known  as  the  post-card  kid' 
because  when  I  go  on  vacation  to  Europe  I  sent  a  couple  thousand 
post  cards  to  brokers  and  business  friends  all  over  the  country.  I'm 
traveling  almost  all  the  time.  It's  a  way  of  life,  and  I  enjoy  it.  I  guess 
there's  no  real  difference  between  myself  and  a  regional  man  except 
that  I've  known  the  accounts  longer. 

"When  I  first  came  here,  the  most  difficult  job  was  to  get  the  good- 
will of  the  trade.  The  former  owner  had  a  lot  of  claims  out  against 
him,  had  been  making  a  lousy  product,  and  had  robbed  the  trade 
during  World  War  II  because  he  could  get  away  with  it.  He  had  a 
very  poor  reputation.  So  we  picked  up  all  the  claims  and  paid  them 
on  the  spot — never  questioned  them,  even  though  we  had  no  legal 
obligation  to  pay  them.  Then  we  set  out  to  build  a  good  reputation 
in  the  trade  and  to  build  a  strong,  loyal  broker  organization. 

"We've  built  our  distribution  around  the  idea  that  the  trade  could 
live  without  us  but  we  couldn't  live  without  the  trade.  We've  been 
like  a  department  store — you  know,  the  customer  is  always  right. 
We've  been  100%  honest  with  our  brokers  and  have  built  a  reputa- 
tion for  two  things:  (1)  when  we  say  something,  our  word  is  good, 
and  (2)  they  can't  lose  money  on  our  line.  If  they  get  flooded  and 
have  spoilage,  or  anything  like  that,  and  they  ask  for  help,  we  give 
it.  And  on  taking  back  goods  from  retailers  we  make  good  100%, 
while  many  others  may  pay  half  or  even  less.  In  these  respects  we 
are  quite  different  from  most  of  our  competitors. 

"Another  thing  that  has  helped  this  company  make  the  progress  it 
has  is  what  you  might  call  the  feeling  of  being  a  big  family.  We're 
informal,  not  stuffy.  We  welcome  suggestions  from  the  trade,  and 
they  know  we  understand  their  problems.  There's  a  lot  of  that  atmos- 
phere within  the  company,  too — of  welcoming  suggestions  and  giving 
help.  When  Hal  Reiss  came  here,  he  didn't  know  marketing,  but  I 
could  tell  he  had  it  in  him.  So  I've  tried  to  help  and  teach  him  in 
any  way  I  could.  With  him  I  don't  have  to  any  more,  because  he  has 
a  real  feel  for  what  is  going  on.  But  we  still  pass  ideas  back  and  forth 
and  keep  in  close  touch.  And  we're  known  for  it  in  the  trade — as  a 
company  that  lets  suggestions  go  up  the  line  as  well  as  down." 

Hal  Reiss.  Company  executives  described  Mr.  Reiss  to  the  re- 
searcher as  "the  genius  of  the  marketing  department.  He's  a  hard 
worker  and  a  quick  thinker — sometimes  even  a  little  brash.  But  when 
he  says  sales  of  William  Penn  will  be  up  in  New  Haven  next  month, 
you  can  depend  on  it.  Also  he's  young  and  still  pretty  idealistic.  He 
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sometimes  talks  tough,  but  underneath  he's  pretty  softhearted  and  in- 
clined to  be  moved  by  other  people's  feelings." 

Mr.  Reiss  described  himself  as  a  person  for  whom  work  itself  was 
not  the  goal.  "I  don't  feel  that  I'm  working  hard  because  I  have  to, 
or  because  there  is  nothing  better  to  do.  Work  isn't  the  goal;  I'm 
interested  in  creating  or  building  something.  I'd  like  to  see  Midway 
become  one  of  the  big  boys  of  the  industry — for  us  to  have  $100 
million  in  sales  someday.  You  might  say  I'm  out  to  prove  something. 

"I'm  not  working  just  to  get  a  bigger  salary.  Some  people  seem 
to  want  to  store  up  a  lot  of  money  and  then  retire  to  Florida  and  sit 
under  a  palm  tree  and  drink  lemonade.  I'd  like  to  sit  under  a  palm 
tree,  too,  sometimes,  but  I'm  not  working  so  I  can  retire  with  security. 
Security  seems  to  be  the  goal  of  a  lot  of  people,  but  I'm  not  sure 
it's  worth  having  or  possible  to  have. 

"I'm  somewhat  of  an  idealist,  and  sometimes  I'm  almost  like  a 
conscience  here.  I  have  a  strong  conscience  myself;  sometimes  people 
tell  me  I  should  relax  and  stop  fighting  the  problem.  But  I  just  don't 
go  along  with  some  of  our  American  business  values,  even  though 
they  are  accepted  practices.  Take  expense  accounts.  Some  companies 
send  people  to  Florida  for  field  trips  during  the  winter,  or  to  Cali- 
fornia for  an  industry  convention  or  show.  It's  business  and  pleasure, 
all  on  the  expense  account.  People  tell  me  it's  the  American  way,  but 
to  me  it  seems  morally  wrong.  Saying  no'  to  these  junkets  makes  me 
the_conscience  here,  and  that  is  not  a  pleasant  role.  But  I'm  here  to 
work,  not  to  relax  on  an  expense  account.  I  want  to  pay  for  my  own 
vacations  and  then  really  have  a  chance  to  relax — to  take  three  weeks 
or  so  and  really  unwind.  Actually,  I  haven't  had  that  kind  of  a  vaca- 
tion since  I've  been  here,  but  I'll  take  one  before  too  long,  I  hope. 

'The  way  I  work  is  to  think  quickly,  to  get  to  the  nub  of  the  prob- 
lem in  a  hurry.  And  I  tend  to  expect  others  to  do  the  same.  If  there's 
one  thing  I  don't  like  it's  mediocrity,  or  stupidity  frosted  over  with 
8~  terminolo§y-  1  tend  t0  think  logically  and  to  reason  with  the 
specific  problem  at  hand.  I  jump  on  people  who  talk  in  generalities, 
or  who  take  a  lot  of  words  to  say  nothing." 

Mr.  Reiss  was  graduated  from  the  University  of  Illinois  in  1949 
with  a  major  in  journalism  and  minors  in  history  and  English.  He 
was  active  on  the  school  newspaper,  "but  marriage  and  a  family  looked 
grim  on  journalism  pay."  Following  graduation,  Mr.  Reiss  worked 
for  18  months  as  a  clerk  in  a  freight-forwarding  agency  and  then 
contacted  an  employment  agency  for  other  leads. 

"The  agency  gave  me  Midway  to  try,  so  I  came  over  and  talked 
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to  Clark.  I  was  interested  because  of  the  challenge.  Also  I  wanted  a 
growth  situation,  not  one  where  I  would  be  working  on  a  bottom 
layer  of  middle  management.  This  seemed  to  be  what  I  was  looking 
for — partly  because  Clark's  philosophy  and  mine  are  pretty  similar. 

"Basically,  the  job  is  what  I  hoped  it  would  be,  a  real  challenge 
and  the  chance  to  build  something.  But  like  anything,  I  guess,  there 
are  some  times  when  it  gets  me  down.  Sometimes  the  long  hours,  the 
evening  work,  and  the  week-end  meetings  just  get  me.  I  tend  to  be 
impatient  with  lengthy  deliberations,  though  not  as  much  as  I  used  to 
be.  I'm  learning  to  be  more  patient  and  to  accept  what  can't  be 
changed.  It's  particularly  true  with  my  relationship  toward  Milt.5  I'm 
learning  I  can't  sell  the  stuff  unless  he  can  make  it,  and  even  though 
we  still  argue  a  good  deal,  ours  is  becoming  a  close  friendship. 

"My  job  here  is  to  direct  the  marketing  program.  We  are  basically 
a  marketing  company;  we  process  manufactured  raw  materials  into 
an  end  product,  package  it,  and  sell  it.  There  isn't  much  room  to  live 
by  being  good  in  manufacturing,  so  we  have  almost  been  forced  to 
rely  on  marketing. 

"I  divide  my  time  here  between  planning,  operating,  and  develop- 
ing my  department.  Operating  still  takes  too  much  of  my  time — I'm 
always  dropping  the  planning  to  run  over  and  operate.  My  staff  peo- 
ple are  young  and  inexperienced,  so  I  have  to  do  a  lot  of  the  pencil 
work  as  well  as  the  planning  and  forecasting. 

"The  most  difficult  part  of  my  job  is  turning  our  over-all  strategy 
into  successful  market-by-market  programs  that  will  deliver  the  sales. 
You  see,  there's  one  thing  you  have  to  remember  about  Midway:  we 
don't  have  even  one  brand  that  has  nation-wide  acceptance.  Each 
brand  has  a  few  good  markets,  and  for  historical  reasons  not  more 
than  two  brands  are  really  developed  in  any  particular  major  market. 
We  have  Robin  Hood  well  developed  in  Green  Bay  and  Grand 
Rapids;  Midway  in  Chicago,  Cleveland,  and  Des  Moines;  William 
Penn  in  New  England  but  nowhere  else;  and  Liberty  Bell  doing  fairly 
well  in  a  lot  of  places.  What  this  adds  up  to  is  a  crazy  quilt.  You  have 
to  have  a  different  marketing  program  for  each  TV  area,  and  it  has 
to  be  geared  to  the  local  conditions.  It's  turned  out  this  way  because 
we  were  expanding  Midway  concentrically  from  Chicago,  and  then 
we  added  three  other  brands  that  were  selling  with  no  planned  pattern 
at  all. 

"So  the  situation  is  a  crazy  quilt,  and  it  makes  this  a  real  challenge. 


0  Mr.  Milt  Lombard,  manufacturing  vice  president. 
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We  are  trying  to  expand  rapidly,  to  develop  national  brands  that  have 
consumer  acceptance  and  can  be  defended  against  potential  competitors 
with  a  me  too'  product  that  is  heavily  advertised.  And  with  our  No.  1 
brand  we  are  trying  to  put  across  a  smaller-than-average  bar  and  to 
get  the  job  done  before  the  candy  industry  reaches  advertising  ma- 
turity. So  we  are  trying  to  grow  rapidly  with  very  little  money;  to  do 
it  we  have  to  take  risks  and  be  opportunistic.  We  have  to  get  the 
most  growth  for  our  money.  It  means  putting  together  a  plan  that 
has  no  'fat'  in  it,  no  excess  for  safety  or  contingencies.  If  I  think  $2,000 
in  advertising  will  do  the  job,  that's  all  I  ask  for,  even  though  I  may 
have  to  admit  I  was  wrong  and  come  back  halfway  through  the  season 
and  ask  for  another  $300.  A  regular  marketing  man  would  get 
$3,000  to  do  the  job,  and  he  would  deliver  the  sales.  But  to  my  way 
of  thinking  he's  no  'hero' — he  has  wasted  $700. 

"Getting  more  specific,  we  try  to  make  the  marketing  program  in 
each  market  fit  the  strength  of  our  distribution  organization,  the 
amount  we  will  need  for  deals  and  promotions,  what  our  advertising 
dollars  will  buy  for  us,  and  what  competitive  conditions  are.  Take  ad- 
vertising. If  you  advertise  Midway  three  afternoons  a  week  on  Topeye' 
and  it  costs  you  $4,000  for  the  season,  it  may  cost  you  only  another 
$1,000  to  get  two  more  afternoons.  You  can  save  20% -50%  by  buying 
TV  time  in  quantity.  So  developing  all  four  brands  in  each  market 
would  make  some  sense — we  could  really  reap  the  advertising  sav- 
ings. But  we  don't  have  the  money  to  do  it,  and,  second,  it  would  leave 
the  rest  of  the  country  wide  open. 

We  also  use  some  of  our  advertising  money  to  help  strengthen  sales 
of  one  line  for  a  broker.  It  gives  him  a  lift,  gets  more  detail  work  on 
all  our  brands,  and  makes  us  a  more  important  line  for  him.  That 
gives  us  leverage,  which  is  what  we  need  to  get  service  from  him. 
But  it  means  we  can't  get  the  advertising  discounts,  so  our  advertising 
costs  would  tend  to  be  higher  than  those  of  competitors,  particularly 
those  of  the  big,  well-established  companies. 

"I  hope  someday  to  consolidate  our  markets  and  to  be  able  to  use 
network  TV.  Then  we  could  reach  an  equivalent  audience  for  20%- 
30%  less  than  the  best  local  prices.  Competition  will  be  on  network 
someday,  and  we'll  need  to  have  it  to  keep  our  four  brands  going." 

The  researcher  asked  Mr.  Reiss  how  he  operated  his  department. 
"Basically  I'm  trying  to  operate  so  my  people  will  grow  along  with 
the  company.  I  set  high  standards.  I  know  they  won't  all  be  met,  but 
at  least  people  will  know  what  I'm  looking  for.  I  expect  a  subordinate 
to  have  ideas  and  to  have  plans  on  what  he  wants  to  do  and  how. 
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I  may  differ  with  him,  and  I'll  explain  why  I  think  another  way  is 
better,  but  I  don't  penalize  people  for  doing  things  their  own  way. 
What  I  want  is  results,  and  if  a  man  has  his  own  way,  that's  O.  K. 

"Our  regional  men  and  brokers  have  quotas  and  also  specific  goals 
to  reach  in  each  market.  I  ask  them  to  set  a  quota  for  themselves, 
partly  to  get  their  appraisal  of  a  market  and  partly  so  I  can  appraise 
their  motivation  and  judgment.  I  don't  want  them  to  promise  pie  in 
the  sky,  but  neither  do  I  want  to  see  them  aiming  low  to  be  sure  of 
hitting  it  and  getting  a  bonus. 

"We  give  each  regional  manager  a  discretionary  fund  to  spend  as  he 
pleases.  It's  only  $5,000,  but  it  is  important  in  a  couple  of  ways.  For 
one  thing  the  way  a  man  uses  it  helps  me  appraise  his  judgment. 
Second,  it  makes  him  a  much  more  important  part  of  the  organization. 
The  brokers  look  to  him  to  use  some  of  the  money  for  promotions 
in  their  territory — so  it  helps  the  regional  man  get  the  brokers'  co- 
operation. And  don't  forget  that  it's  the  strength  of  our  distribution 
that  has  let  us  grow  rapidly  on  so  little  money. 

"All  this  field  work  is  done  within  the  general  framework  of  cor- 
porate marketing  objectives.  We  write  these  up  and  send  them  out 
to  each  broker  and  regional  man.  Each  month  we  send  him  a  run 
down  on  how  he  is  doing  compared  to  the  objectives  (based  on  in- 
formation from  the  IBM  reports ) .  At  the  end  of  the  year  we  go  over 
the  plan  and  each  unfulfilled  objective  with  every  man.  We  try  to 
determine  if  we  were  unrealistic,  if  it  was  unavoidable,  or  if  it  was  a 
lack  of  something  on  his  part.  It  isn't  done  to  crucify  someone;  we  want 
our  objectives  and  quotas  to  be  realistic,  or  they  are  worse  than  use- 
less. We  want  each  man  to  believe  he  can  hit  them,  so  it's  important 
that  we  all  understand  why  they  weren't  reached. 

"It's  an  important  part  of  what  has  made  this  company  tick.  At  first 
brokers  were  skeptical;  they  said  Midway  would  be  'like  all  the  rest.' 
Well,  after  a  while  they  found  that  wasn't  the  case.  We've  built 
a  reputation,  and  now  when  we  tell  a  broker  we  are  going  to  advertise 
in  his  territory  and  raise  his  quota  from  S5,000  to  $50,000,  he  won't 
bat  an  eyelash." 

The  Manufacturing  Department 

The  manufacturing  department  had  a  twofold  mission:  ( 1 )  to  mass- 
produce  acceptable  merchandise  as  economically  as  possible,  and  (2)  to 
expand  production  with  a  minimum  expenditure  for  facilities  and 
equipment.  Even  though  production  costs  could  have  been  reduced  by 
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the  purchase  of  additional  machinery  ("we  have  had  to  pass  up  a 
number  of  rhem  thar  would  have  paid  off  in  less  than  a  vear");.  it 
was  company  policy  to  use  all  available  corporate  funds  for  market 
development.  "If  we  needed  money  to  keep  something  from  falling 
apart,  we  got  it;  otherwise  the  monev  has  gone  for  additional  adver- 
tising. W"e  have  had  to  settle  for  half  a  loaf  here  in  the  plant,"  said 
Mr.  Milt  Lombard,  manufacturing  vice  president. 

The  major  problem  of  the  department  was  the  continuing  need 
for  increased  productivity  to  keep  up  with  rising  sales.  "When  I  came 
here,  we  could  produce  40,000  to  50,000  pieces  a  daw  Xow  we  can 
turn  out  1.5  million  if  the  occasion  demands  it."  To  accomplish  this 
increase  with  the  limited  funds  available  while  reducing  manufacturing 
costs,  the  department  had  modified  some  standard  equipment,  rebuilt 
other  machines  which  were  bought  as  "junk."  made  some  equipment 
of  its  own.  learned  to  run  the  machinery  safely  at  speeds  considerably 
higher  than  "recommended."  and  developed  detailed  schedules  and  an 
hourly  check  or  warning  system  to  keep  production  under  control  on 
an  hour-bv-hour  basis. 

OPERATIONS 

Manufacturing  was  basically  a  mass-production  operation,  turning 
out  upwards  of  a  million  pieces  of  candv  per  day  in  each  plant  when 
the  plants  were  working  on  a  three-shift  basis.  Manufacturing  involved 
the  blending  and  forming  of  liquid  and  solid  raw  materials,  cooling 
or  hardening,  and  packaging.  Raw  materials  became  finished  goods  in 
short  order,  as  indicated  by  the  normal  maximum  times  below: 


Event  Day 

1.  Raw  material  arrives  at  plant  1st  day 

2.  Into  manufacturing  2d  day 

3.  Into  nnished  goods  warehouse  2d  dav 

4.  Out  of  warehouse  S-13th  day 

THE  CHICAGO  PLANT 

Midway  manufactured  in  Philadelphia  and  Chicago.  The  Chicago 
plant  was  a  five-story  converted  bakery  which  the  company  leased  for 
less  than  S30.000  per  year.  It  was  approximately  50  years  old,  had 
a  single  elevator  ( used  for  both  freight  and  passengers ) ,  and  was  not 
as  efficient  as  a  one-story  plant  would  be.  We  didn't  especially  want  it, 
but  it's  a  lot  better  than  what  we  had  on  Maxwell  Street  and  was 
about  all  we  could  afford  at  the  time."  Manufacturing  occupied  the 
basement  and  three  floors: 
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Fifth  floor  Offices      V  ' 

Fourth  floor  Empty*    v  \ 

Third  floor  Manufacturing 

Second  floor  Processing  and  packaging 

First  floor  Finished  goods 

Basement  Raw  materials 


*  R  and  D  occupied  about  30%  of  the  area. 


Raw  materials  traveled  in  liquid  form  by  pipe  and  in  solid  form  by 
freight  elevator  to  the  third  floor  for  initial  processing;  materials  then 
moved  to  the  second  floor  by  pipe  for  final  forming  and  packaging 
operations,  and  down  to  the  first  floor  by  elevator  as  finished  goods, 
boxed  and  ready  for  shipment.  The  operations  themselves  were  carried 
on  in  cramped  quarters,  with  conveyors  running  this  way  and  that  to 
the  accompaniment  of  the  banging  and  clacking  of  machinery. 

EQUIPMENT 

Midway's  plant  contained  a  variety  of  forming  and  packaging  ma- 
chines, some  standard,  some  rebuilt  for  particular  tasks,  and  others 
homemade  or  put  together  from  "junk."  According  to  Mr.  Lombard, 
"This  is  one  industry  where  an  ability  to  develop  your  own  special- 
purpose  machinery  is  important.  We  are  very  lucky  to  have  a  man6 
who  is  a  genius  with  equipment;  he  can  make  a  machine  do  almost 
anything  except  talk." 

While  much  of  the  machinery  was  not  of  the  latest  design  and 
therefore  not  capable  of  highest  speeds,  the  forming  machines  were 
particularly  troublesome  in  terms  of  slow  speed,  a  high  reject  rate, 
and  lack  of  uniformity  in  output.  "Every  piece  of  candy  goes  through 
those  two  machines;  they  are  the  heart  of  the  manufacturing  process, 
and  one  serious  bottleneck.  But  our  Midway  candy  bar  has  some  unique 
forming  problems  because  of  its  raw  materials,  and  no  one  has  been 
able  to  build  a  machine  to  do  the  job.  People  have  asked  as  much 
as  $100,000  to  try,  without  giving  any  kind  of  guarantee,  so  we  now 
have  an  R  and  D  department  that  is  going  to  try  to  build  one.  If  we 
succeed,  it  will  be  a  real  breakthrough.  We  have  a  16%  reject  rate 
as  a  result  of  those  machines,  not  to  mention  a  lot  of  wasted  raw 
materials  because  we  have  to  give  overweight  [on  two  of  the  five 
sizes  of  bars]  in  order  to  avoid  having  merchandise  returned  by  the 
state  as  underweight." 

The  researcher  inquired  if  there  were  spare  machines  which  would 
be  used  in  case  of  a  breakdown.  "We  can't  afford  them,"  said  Mr. 


|;  Mr.  Oro  Lehman,  manager  of  R  and  D,  and  former  plant  manager. 
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Lombard.  "With  our  budget  we  can't  even  have  a  full  complement 
of  spare  parts.  We  get  $77,000  to  heat  the  building,  maintain  it,  buy 
spare  parts,  and  make  safety  and  quality-control  improvements.  If  a 
machine  runs  into  trouble,  we  just  try  our  best  to  keep  it  running 
until  the  week  end." 

PRODUCTION  CONTROL 

In  order  to  operate  within  the  guidelines  set  by  management,  the 
manufacturing  department  kept  itself  under  tight  control.  There  were 
three  principal  policies  under  which  the  department  operated:  the 
first  pertaining  to  inventory,  the  second  to  flexibility,  the  third  to  ex- 
penditures. 

First,  the  department  was  notj:o  build ^_up_^^bst^iitlaj^nislied 
goods  inventory  ahead  of  the  fall  season.  Producing  in  advance  raised 
costs  since  the  finished  goods  had  to  be  stored  in  air-conditioned  public 
warehouses  and  Midway  had  to  borrow  money  to  support  the  inven- 
tory. ^Vs^a  result  the  plant  had  only  a  one-  to  three-week  inventory  of 
finished  goods  on  hand  during  the  season.  In  addition,  in  1958  factory 
start-up  had  been  delayed  from  July  7  to  July  23,  owing  to  conditions 
in  the  commodities  market.  At  that  time  the  condition  of  the  cocoa 
market  was  such  that  the  spot  price  was  higher  than  the  future  price 
(that  is,  prices  were  expected  to  decline) ,  and  in  view  of  this  unfavor- 
able cost  picture,  Midway  was  attempting  to  wait  until  the  very  last 
possible  moment  to  make  a  decision  between  the  alternatives  of  cutting 
the  weight  of  the  5 -cent  bar  or  providing  a  10-cent  bar  only.  Equip- 
ment and  forms  for  a  10-cent  bar  were  available,  and  one  5 -cent  size 
wrapping  machine  had  been  test-converted  to  10-cent  size  in  prepara- 
tion for  the  possible  choice  of  this  alternative. 

Second,  production  wastobe  flexible  to_r_espond  to  changes  by  the 
sales  department  in  jthe  desired  product  mix.  The  Chicago  plant  pro- 
duced the  Midway  piece  in  over  a  dozen  different  forms  made  up  of 
five  different  product  sizes,  and  it  had  to  change  and  reschedule  the 
quantities  to  be  produced  and  the  amounts  to  be  packaged  in  each 
way,  as  selling  results  caused  changes  in  the  sales  forecast.  These 
scheduling  changes  were  translated  into  output  within  days  or  even 
hours  during  the  season;  otherwise  one  item  would  be  overproduced 
for  a  period  while  another  was  out  of  stock.  Failure  to  deliver  an  item 
in  short  supply  meant  that  some  selling  efforts  had  been  wasted  since, 
in  management's  opinion,  lost  sales  could  not  be  recaptured  during 
the  remainder  of  the  season.  "If  A  &  P  called  Hal  Reiss  in  the  morn- 
ing for  a  special,  we  would  switch  the  packaging  lines  without  shut- 
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ting  down,  and  turn  the  stuff  out  the  same  afternoon,"  said  Mr.  Lom- 
bard. 

Third,  the  department  was  to  maintain  its  production  controls  at 
minimumjrost.  For  example,  Mr.  Lombard  had  asked  for  $12,000  to 
buy  two  heavy-duty  in-the-line  electronic  check  weighers  that  could 
weigh  each  piece  as  it  moved  along  either  of  two  conveyors;  however, 
he  had  been  allotted  S 6,0 00  to  buy  two  smaller  scales  which  subse- 
quently proved  unequal  to  the  task.  The  smaller  scales  were  guaran- 
teed by  one  of  the  largest-scale  manufacturers  in  the  country,  and 
the  manufacturer's  engineering  personnel  were  making  frequent  visits 
to  Midway  in  an  effort  to  get  the  equipment  to  work  properly. 

Production  schedules  were  to  be  maintained  without  benefit  of 
stand-by  equipment  (there  was  none)  and  with  a  minimum  expense 
for  staff  assistance.  (Except  for  a  quality-control  man  there  was  no 
staff  prior  to  the  Main  Line  acquisition.) 

These  policies  gave  rise  to  an  assortment  of  departmental  controls 
for  (1)  scheduling  output,  (2)  spotting  rejects,  and  (3)  reporting 
to  management. 

1.  Scheduling.  Production  scheduling  at  Midway  was  focused  on 
two  related  problems:  producing  enough  candy  bars  to  keep  up  with 
demand  for  the  product,  and  balancing  production  of  each  item  with 
sales  requirements.  Both  problems  had  been  acute  for  the  past  eight 
years  because  the  company  had  been  scheduled  at  three-shift  capacity 
on  a  five-  or  six-day  week  during  the  season.  Also  on  more  than 
occasion  the  department  had  been  asked  to  produce  still  more  becauj 
/'T&ales  were  going  "a  little  better  than  we  had  expected. 
jPfC.  Historically,  total  sales  had  been  limited  by  the  ability  of  the  factorf\ 
to  supply  merchandise  during  the  rush  season.  To  meet  peaks,  factory/ 
output  had  been  scheduled  at  95%  of  "machine  capacity,"  with  equip- 
ment running  at  higher  speeds  than  those  recommended  by  the  manu- 
facturers. This  practice  left  only  a  5%  slack  (exclusive  of  week  ends) 
for  setups,  breakdowns,  maintenance,  and  any  schedule  modifica- 
tions which  might  require  additional  setup  time.  When  such  delays 
did  occur,  machinery  was  run  at  still  higher  speeds  for  short  periods 
so  that  production  could  get  back  on  schedule.  On  one  occasion  in 
September  Mr.  Lombard  said  to  the  researcher:  "This  bearing  on  the 
forming  machine  is  the  key  to  how  fast  we  cag  run  the  rest  of  the 
line.  The  machine  is  supposed  to  be  operated  at  44  rpm.  We  usually 
push  it  to  56  or  57,  but  today  it  is  running  at  63  so  I  come  out  now 
and  then  and  put  my  hand  on  the  bearing  to  check  if  it  is  overheat- 


5acity 
i  one/ 
cauje 


MIDWAY  FOODS  CORPORATION  (O  191 


ing.  We  can't  keep  it  going  that  fast  very  long,  so  we  will  slow  it 
down  and  let  it  rest  this  afternoon." 

As  a  result  of  schedules  calling  for  maximum  output,  Mr.  Lombard 
and  Mr.  Reiss  met  prior  to  the  season  to  work  out  compromises  in 
the  sales  forecast  based  in  part  on  what  the  factory  could  produce. 
The  discussions  often  took  the  form  of  Mr.  Reiss'  saying  he  could  sell 
3  OX  and  40 Y,  while  Mr.  Lombard  said  the  factory  could  produce  3  OX 
and  30Y  or  2  OX  and  50Y.  The  compromise  was  often  achieved 
by  sales'  directing  more  selling  efforts  toward  T  to  permit  higher 
total  sales,  while  manufacturing  made  concessions  such  as  promising 
production  at  an  additional  lA%  of  capacity.  The  two  men  had  fre- 
quent meetings  during  the  season.  These  sessions  had  been  described 
as  a  running  battle  over  such  issues  as  "additional  merchandise 
wrapped  especially  for  Halloween  promotions  by  big  chain-store  ac- 
counts." Other  executives  said,  "This  seven-year  running  battle  is  part 
of  the  basic  folklore  of  the  company." 

It  was  the  researcher's  judgment  that  the  situation  was  due  in  part 
to  the  sometimes  conflicting  needs  of  the  two  departments  and  in  part 
to  the  fact  that  Mr.  Reiss  and  Mr.  Lombard  had  different  ways  of 
thinking  and  working.  The  researcher  learned  that  tw  o  men  were  able 
to  work  out  their  problems  despite  these  differences  of  opinion,  that 
each  had  high  respect  for  the  other's  knowledge  and  ability  in  his 
respective  area,  and  that  it  was  not  uncommon  for  the  two  men  and 
their  families  to  get  together  socially  in  the  evening. 

Producing  needed  items  at  the  right  time  was  the  second  major 
scheduling  problem.  Production  was  scheduled  in  relation  to  a  sales 
forecast  prepared  at  the  beginning  of  the  season  and  revised  as  neces- 
sary during  the  course  of  the  year.  Upward  revision  of  total  sales 
for  an  item  and  advancement  of  shipment  dates  had  been  major  prob- 
lems, in  the  past,  because  they  often  necessitated  a  scheduling  change. 
When  such  changes  required  stopping  one  item  to  produce  another, 
it  increased  setup  time  and  tended  to  throw  all  items  behind  schedule. 
Mr.  Lombard  noted,  "During  the  rush  we  are  scheduled  at  near  theo- 
retical capacity,  so  there  isn't  much  room  to  compensate  for  extra 
setup  time.  As  a  result,  we  have  to  run  the  plant  so  that  we  can  turn 
on  a  dime.  We  have  worked  for  flexibility  to  meet  such  contingencies." 

2.  Rejects.  A  second  aspect  of  production  control  was  the  control 
and  reuse  of  rejects.  In  1959  one  piece  out  of  every  six  coming  from 
the  forming  machines  was  rejected  at  some  point  before  it  was  finally 
placed  in  a  carton  headed  for  the  first  floor.  While  the  raw  materials 
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could  be  salvaged  and  reprocessed,  some  materials  (such  as  wrapping 
stock)  and  labor  were  inevitably  wasted,  raising  costs  and  reducing 
effective  plant  capacity  correspondingly.JQie  reject  problem  was  almost 
entirely  caused  by  the  two  forming  machines;  and  according  to  Mr. 
Lombard,  the  problem  "won't  be  under  satisfactory  control  until  we 
either  make  basic  changes  in  the  forming  equipment  or  modify  our 
raw  materials  so  the  existing  equipment  can  handle  them." 

To  spot  rejects,  the  company  used  two  production-line  check-weigh- 
ing scales  and  two  electric  eyes,  which  weighed  the  product  for  size 
and  looked  for  foreign  substances.  "Our  existing  methods  aren't  really 
controlling  size  or  quality;  they  just  keep  notifying  us  that  the  prob- 
lem still  exists,"  said  Mr.  Lombard. 

3.  Hourly  Production  Reports.  A  third  element  of  production  con- 
trol was  the  hourly  production  report.  This  report  contained  hourly 
data  on  machine  production  and  was  used  to  determine  whether  a 
machine  was  falling  below  capacity.  Since  operations  could  slow  down 
or  rejects  could  climb  without  the  supervisor's  being  aware  of  it,  this 
report  was  considered  a  key  to  production  control.  ( In  the  past  there 
had  been  periods  when  the  report  was  made  every  15  minutes,  and 
this  was  still  done  occasionally  when  production  seemed  to  fall  behind 
without  a  reasonable  explanation. )  It  was  reviewed  by  both  the  plant 
manager  and  the  manufacturing  vice  president. 

COST  CONTROLS 

In  addition  to  production  controls,  the  department  maintained  its 
own  cost  controls.  They  were  generally  prepared  bv  Mr.  Lombard, 
and  the  researcher  noted  that  he  kept  them  handv  on  his  desk  and 
sometimes  referred  to  them  while  talking  on  the  phone.  The  researcher 
also  noted  that  the  breakdown  of  cost  figures  which  he  prepared  was 
more  detailed  than  that  maintained  by  the  administrative  depart- 
ment. When  he  asked  Mr.  Lombard  about  this,  the  latter  replied: 
"Yes,  they  are  more  detailed.  I  need  them  to  keep  in  close  touch  with 
our  operations.  It  only  takes  me  five  minutes  a  day  to  keep  these  rec- 
ords, and  since  I'm  an  accountant  by  training,  these  controls  come 
naturally." 

Minimizing  Cash  Outlay.  As  the  researcher  entered  the  manufac- 
turing vice  president's  office  one  afternoon  during  the  September  "rush 
season,"  Milt  Lombard,  Otto  Lehman  I  at  that  time,  still  plant  man- 
ager) ,  Mario  Spumoni,'  and  a  foreman  were  discussing  the  recently 

■  Mr.  Mario  Spumoni  was  foreman  of  the  first  shift  and  became  plant  manager  when 
Mr.  Lehman  became  manager  of  R  and  D,  November,  1958. 


MIDWAY  FOODS  CORPORATION  (C)  193 

completed  repairs  on  the  loading  platform  which  was  located  in  the 
yard  at  one  side  of  the  building.  The  researcher  asked  Mr.  Lombard 
about  the  discussion. 

"We  were  talking  about  the  repair  job,"  Mr.  Lombard  replied. 
"The  loading  platform  needed  some  new  cement  along  the  front  edge. 
The  delivery  trucks  back  up  to  it  and  break  it  down.  We  got  some 
cement,  and  some  of  the  boys  mixed  it  up  and  did  the  repair  work. 
The  boys  did  a  good  job,  but  not  what  would  be  called  a  professional 
one. 

"You  see,  we  got  an  estimate  that  a  professional  job  would  cost 
$500.  Well,  the  money  isn't  in  the  budget.  We  might  have  gotten 
it  by  having  a  conference  and  saying  we  had  to  have  it,  but  it  wasn't 
worth  the  time  it  would  take  for  the  three  of  us  to  discuss  it.8  So  we 
got  someone  to  tell  us  how  to  mix  the  cement  and  did  the  job  with 
plant  labor.  We  got  it  done  for  about  $150;  in  my  way  of  thinking 
we  saved  $350. 

"Yetjnanagement  criticized  us  for  the  job.  You  see,  management 
inspects  the  plant  and  picks  up  things  that  aren't  right.  Management 
pointed  out  that  it  wasn't  perfectly  even  along  the  front  edge.  I'm 
not  sure  you  could  tell  just  at  a  glance,  but  it  wasn't — not  the  way 
a  professional  would  make  it  by  setting  up  a  guide  string.  So  it  was 
criticized,  and  that  is  as  it  should  be.  But  I  feel  pretty  good  when 
management  doesn't  find  anything  more  serious;  it  means  the  impor- 
tant things  are  going  all  right.  The  boys  are  going  out  now  to  try  to 
even  up  the  front  of  the  cement." 

LABOR  FORCE 

Midway  employed  an  unskilled  and  semiskilled  labor  force,  drawn 
mainly  from  recent  immigrant  and  minority  groups,  to  operate  the  fac- 
tory. The  work  force  varied  from  a  skeleton  group  during  the  summer 
to  over  100  workers  when  the  Chicago  plant  was  operating  three  shifts. 
The  employees  were  unionized  and  received  wages  which  manage- 
ment said  were  slightly  below  the  average  for  other  Chicago  food 
manufacturers.  Mr.  Kramer  handled  most  of  the  negotiating  and 
said  the  company  had  received  favorable  treatment  because  the  union 
leaders  had  some  understanding  of  how  difficult  it  was  for  a  small 
company  to  survive  in  the  industry. 

Mr.  Lombard  described  the  union  as  "tough,  but  neither  corrupt 
nor  pigheaded."  As  the  company  continued  to  grow,  he  expected  its 


Mr.  Kramer,  Mr.  Lombard,  and  Mr.  Nagle. 
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wages  would  have  to  be  brought  into  line.  The  Main  Line  plant  in 
Philadelphia  was  not  unionized,  and  there  the  workers  received  more 
than  the  "going  wage." 

ORGANIZATION 

Mr.  Lombard,  in  commenting  on  his  organization,  said,  "Every 
problem  seems  to  come  to  me  except  how  to  turn  on  a  light  switch. 
It  isn't  that  the  men  are  stupid;  they  find  a  fresh  viewpoint  helpful. 
And  I  haven't  been  as  successful  in  passing  on  my  knowledge  as  I 
should.  It's  part  of  the  problem  of  not  having  the  money  to  afford  a 
strong,  competent  staff.  Otto,  for  example,  is  a  brilliant  tool  and  die 
maker,  not  a  trained  administrator;  and  his  replacement  is  really  being 
promoted  before  he  is  fully  ready.  On  the  other  hand,  we  don't 
have  anyone  in  the  department  who  has  had  formal  engineering  train- 
ing, and  I  wasn't  allotted  enough  money  to  hire  a  really  high-caliber 
staff  man.  The  one  I  hired  after  we  acquired  Main  Line  is  as  good 
as  I  could  get  for  $5,000.  It  means  our  organization  is  somewhat 
thin  and  that  I  have  to  do  a  lot  more  detail  work  than  vice  presi- 
dents do  in  textbooks." 

The  comments  of  Mr.  Otto  Lehman,  the  R  and  D  department  man- 
ager, who  until  recently  had  been  plant  manager,  appeared  to  the 
researcher  to  illustrate  the  way  the  manufacturing  organization  op- 
erated. When  the  researcher  approached  Mr.  Lehman's  desk,  he  found 
Mr.  Lehman  and  Mario  Spumoni,  the  newly  appointed  plant  manager, 
discussing  a  document. 

Mr.  Lehman  greeted  the  researcher,  "Sit  down  and  have  some  coffee. 
Mario  and  I  are  just  going  over  the  hourly  production  report.  He's 
taken  over  my  job  in  the  plant,  and  I'm  showing  him  some  of  the 
things  to  look  for  on  the  report." 

When  the  researcher  inquired  whether  he  could  observe  and  take 
notes,  Mr.  Lehman  replied,  "Sure,  go  ahead,  and  I'll  check  them  over 
for  grammar  and  spelling  (smiles).  And  another  thing,  change  some 
of  my  words  around  so  those  folks  won't  know  I  didn't  get  to  the 
eighth  grade.  O.  K.?  Now  this  is  what  we  call  our  hourly  production 
report.  If  a  machine  is  running  slow  or  rejects  are  becoming  high, 
this  report  calls  it  to  our  attention  within  an  hour  or  two  instead 
of  after  eight  hours.  It's  pretty  easy  for  production  to  drop  and  for 
us  to  lose  a  lot  of  boxes  of  candy  in  a  day. 

"This  report  keeps  us  on  our  toes.  There  is  a  human  tendency  to 
fall  off,  especially  when  spring  rolls  around  and  sales  drop.  We  can 
see  the  inventory  increasing  downstairs  so  we  know  the  summer  cut- 
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back  is  coming.  That  means  there  is  less  pressure  on  each  of  us  to 
produce.  So  keeping  on  our  toes  now  means  we  keep  up  to  snuff  and 
we  can  lay  off  the  third  shift  maybe  a  day  "or  a  week  sooner— and 
the  second  shift,  too.  This  makes  a  lot  of  difference  in  Milt's  manu- 
facturing budget. 

"Another  thing  about  it  is  we  need  repetitious  checking  and  super- 
vision in  production.  We  have  to  check  for  the  same  little  things  each 
day.  Well,  we  look  each  hour  at  the  figures,  and  sometimes  we  don't 
do  it  too  carefully.  We  miss  things  just  because  we  have  seen  them 
the  hour  before.  Milt  is  really  good  at  this,  though.  He  backs  us  up 
with  another  check  of  figures  and  he  finds  what  we  have  missed.  It's 
good  to  have  someone  backing  us  up  and  keeping  us  on  our  toes." 

Milt  Lombard.  Associates  described  Mr.  Lombard  as  "the  company 
philosopher,"  a  man  who  sometimes  repeated  a  proverb  or  gave  a 
lengthy  example  to  illustrate  a  point.  "Also  he's  a  little  old-fashioned 
_on  things  like  employee  relations  techniques,  not  up  on  the  latest 
.concepts."  He  was  described  as  a  "damn  fine  production  man.  He 
makes  that  beat-up  equipment  produce  and  keeps  on  cutting  costs  while 
he  is  at  it.  He's  a  factory  man — a  real  vest-pocket  operator.  He  has  his 
sleeves  rolled  up  and  carries  his  cost  sheets  in  his  pockets.  He  doesn't 
go  much  for  formal  memos,  but  he  writes  more  now  than  he  used  to." 

Mr.  Lombard  described  himself  as  "the  old  man  around  here,  even 
though  46  doesn't  really  feel  very  old.  In  some  ways  I'm  old-fashioned 
for  this  company.  I'm  still  a  Maxwell  Street  man,  you  could  say — an 
operating  man,  not  an  office  executive  with  a  lot  of  ideas  and  termi- 
nology. Even  with  our  new  offices  I  spend  at  least  three  days  a  week 
in  one  plant  or  the  other.  Not  that  I  wouldn't  like  to  be  an  office 
executive — my  organization  just  doesn't  have  the  depth  to  make  it 
practical. 

"I  think  I'm  something  of  a  realist,  too,  someone  who  doesn't  kid 
himself  along.  I  try  to  face  facts,  not  to  let  sentiment  or  idealism  ob- 
scure them.  I  believe  I'm  the  only  person  here  who  would  just  as  soon 
_see  us  expand  a  little  more  slowly  so  we  have  time  to  grow  into  our 
new  responsibilities.  I  know  I  can  handle  them,  but  I  also  know  there 
is  an  increasing  amount  to  learn  as  we  get  bigger  and  more  complex. 
I'm  not  completely  convinced  that  we  are  mature  enough  to  success- 
fully operate  a  company  that  will  be  as  large  as  this  one  expects  to 
be  in  the  next  few  years. 

"Actually,  my  formal  training  was  in  accounting,  so  I'm  not  just 
a  nuts  and  bolts  man.  Even  though  I  get  only  a  small  percentage  of 
the  money  I  request,  I  keep  track  of  my  costs,  do  the  cost  accounting 
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work  on  special  orders,  and  the  payback  figuring  on  the  machines  I 
hope  someday  to  get.  While  I  haven't  been  to  school  to  brush  up  on 
the  new  techniques  in  this  field,  keeping  track  of  the  numbers  comes 
naturally. 

"My  objectives  here  are  to  continue  to  strengthen  the  department, 
to  continue  to  grow  as  an  administrator,  and  to  do  both  without  getting 
an  ulcer.  This  is  a  job  where  the  person  has  to  produce;  if  he  doesn't, 
he'll  be  out  on  his  ear.  Midway  is  too  small  to  be  able  to  find  sinecures 
for  people  who  no  longer  are  producing;  we  can't  afford  such  luxuries 
here,  and  I'd  be  the  first  to  admit  it. 

"Another  objective  here  is  to  run  this  plant  as  effectively  as  possible 
on  the  money  I'm  given.  I  have  a  reputation  that  means  a  lot  to  me, 
one  that  began  when  I  was  plant  superintendent  for  IFM.9  And  I 
won't  run  my  department  by  using  up  all  the  money  and  asking  for 
more.  Once  I  get  my  budget  allocation,  I  find  a  way  to  operate  the 
plant  within  that  figure.  It  means  we  don't  have  any  frills  here;  in 
fact,  we  have  only  the  bare  essentials.  And  the  amount  of  money  we 
have  to  operate  on  is  so  small  that  when  management  asks  us  to 
brighten  up  the  walls  with  a  new  coat  of  paint,  $500  is  damn  hard  to 
squeeze  out  of  our  funds. 

"More  immediately,  I'd  like  to  install  bulk  sugar  handling  equip- 
ment in  Philly.  Our  sugar  supplier  has  offered  to  loan  us  the  money 
to  buy  and  install  the  equipment,  to  charge  us  no  interest,  and  to  take 
their  payback  from  the  15  cents  per  hundred  pounds  they  will  save 
from  not  having  to  put  it  in  bags  and  deliver  it  that  way.  We  figure 
it  can  be  paid  back  in  about  three  years,  and  from  then  on  we  will 
get  the  15-cent  saving,  which  will  amount  to  over  $6,000  a  year.  In 
addition,  I  estimate  it  will  save  us  $4,000  or  more  a  year  in  handling 
costs  inside  the  plant.  We  can  begin  to  pocket  this  savings  as  soon  as 
management  approves  the  transaction.  I've  had  the  request  in  for  over 
six  months,  but  management  is  investigating. 

"Another  goal  has  been  to  cut  the  direct  labor  costs  at  Philly  by 
55%.  The  plant  manager  we  originally  hired  made  progress,  and  direct 
labor  came  down  about  35%.  But  I  thought  these  costs  should  still  be 
about  20%  less,  and  over  the  months  the  figures  have  tended  to  back 
up  this  judgment.  Direct  labor  costs  fluctuated  quite  a  bit,  and  on  my 
trips  out  there  I  wasn't  able  to  find  any  reasons  for  this  except  that 
he  didn't  seem  to  be  leading — he  was  lazy.  A  month  after  we  hired 
him,  I  recommended  that  he  be  fired;  but  it  wasn't  until  November 
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[after  Mr.  Kramer  had  made  a  trip  to  Philadelphia]  that  management 
,  concurred.  I  fired  the  manager  in  January  after  the  rush  season  here 
was  over;  that  was  so  we  could  spare  Mario  to  run  the  plant  in  Philly. 

"Mario  and  I  went  out  together,  and  I  stayed  ten  days  until  he  got 
used  to  it.  I  told  him  that  a  20%  reduction  in  costs  was  the  goal.  Vol- 
ume was  rising,,  and  as  you  can  see  from  these  figures  the  costs  dropped 
23%.  We  built  some  inventory,  but  then  the  company  ran  short  of 
money,  so  we  had  to  cut  the  work  force  and  cut  production.  But  now 
the  people  have  the  pace.  It's  like  marching  an  army,  a  matter  of 
rhythm  or  pace.  Now  we  have  eased  off  some,  and  with  the  reduced 
volume  costs  are  running  about  3  %  higher  than  they  were  when  we 
attained  our  best  percentage. 

"It's  pretty  good  progress  considering  that  the  people  have  been 
working  there  15-30  years;  a  new  rhythm  isn't  easy  to  get  used  to. 
But  I  think  we'll  get  it  back  down  an  extra  3%  before  too  long. 

"Sending  Mario  out  there  has  left  me  with  no  plant  manager,  so 
Otto  is  helping  out  again.  We  have  been  working  together  for  24 
years,  and  he's  one  man  I  couldn't  afford  to  lose.  Also,  since  there 
really  isn't  a  plant  manager,  the  three  foremen  are  getting  a  lot  of 
responsibility,  and  it  will  be  sink  or  swim.  I'm  spending  more  time  in 
the  plant  as  a  result.  I  don't  expect  trouble  to  show  up  until  May, 
really,  because  it  takes  about  three  months  for  a  plant  that  has  been 
under  tight  rein  to  begin  to  slip.  Meanwhile  Clark  and  I  are  looking 
for  a  new  man  to  run  the  Main  Line  plant." 

Mr.  Lombard  was  graduated  from  Purdue  with  a  B.A.  in  accounting 
in  1935.  Following  graduation  he  found  employment  in  Chicago  as 
a  voucher  register  clerk  for  IFM  at  $15  a  week.  In  1938,  during  a 
strike,  he  became  IFM's  personnel  director,  and  in  1941  when  the 
plant  superintendent  received  a  commission  in  the  Army,  he  became 
acting  plant  manager.  In  1949  he  left  IFM  to  become  part  owner 
and  president  of  a  small  company  in  Milwaukee.  In  1950,  on  a  buy- 
ing trip  to  Chicago,  he  stopped  by  to  congratulate  Mr.  Kramer  on  his 
purchase  of  Midway,  "And  then  my  monthly  buying  trip  became  a 
consulting  trip  as  well.  My  business  was  only  going  so-so  when  Clark 
stopped  by  in  Milwaukee  one  time,  had  dinner  at  the  house,  and 
asked  me  to  come  to  work.  The  offer  was  attractive;  Chicago  is  a  better 
place  to  make  a  buck  than  Milwaukee,  so  I  sold  out  and  come  to  work 
here. 

"The  job  has  turned  out  basically  as  I  had  hoped.  It  is  showing 
a  good  income  in  a  growing  company.  But  I  still  have  some  of  the 
entrepreneur  in  me,  I  guess,  and  sometimes  wish  I  were  in  business 
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for  myself.  Also  the  long  hours  have  sometimes  gotten  me;  I'm  still 
in  good  health,  but  I  hope  the  hours  won't  be  this  long  in  another 
five  or  ten  years. 

"My  job  here,  as  I  see  it,  has  been  to  mechanize  the  factory  to  get 
acceptable  efficiency,  and  to  run  the  plant  on  a  minimum  of  money. 
When  I  came  here,  a  lot  of  the  operations  were  done  by  hand  and  the 
factory  was  on  a  one-shift  basis.  In  six  months  we  were  running  three 
shifts,  with  two  shifts  on  Saturday,  and  were  turning  out  more  candy 
with  fewer  people  per  shift.  We  were  such  a  small  outfit  that  every- 
one had  to  fill  in  on  jobs  to  get  things  done.  I  slept  in  the  office  in 
those  days. 

"I've  operated  the  plant  without  much  in  the  way  of  formalities; 
we  don't  use  job  titles  or  formal  memos  down  here.  We've  developed 
a  way  of  talking  to  each  other,  and  when  we  want  something  done 
in  a  hurry  we  find  that  short  cuss  words  are  very  handy.  They  aren't 
intended  to  cuss  someone  out  so  much  as  to  convey  a  meaning — like 
a  form  of  shorthand. 

"The  plant  isn't  all  that  I'd  like  it  to  be,  and  neither  is  our  organiza- 
tion. The  organization  is  partly  one  I  inherited.  As  you  can  tell  from 
those  organization  charts  you  drew  up,  some  people  had  to  be  moved 
downward  until  they  found  a  level  of  work  they  could  handle  (see 
Exhibits  3,  4,  5,  and  6  on  present  top  personnel).  But  I  feel  this  has 
been  done  without  ruining  them  as  people,  and  if  they  ever  show  more 
interest  or  spark  I'd  be  the  first  to  give  them  more  responsibility.  And, 
despite  what  people  sometimes  say  about  our  organization,  I  think  we 
have  at  least  made  the  best  of  the  people  we  had.  You  may  have  noticed 
that  people  last  longer  in  this  department." 


The  R  and  D  Department 

The  R  and  D  department  had  one  major  mission,  to  develop  new 
forming  equipment  in  time  for  the  1960-61  season.  The  department 
also  was  responsible  for  machinery  repairs  and  for  several  less  impor- 
tant development  projects. 

R  and  D  had  been  established  in  November,  1958,  when  Mr.  Otto 
Lehman,  plant  manager,  was  made  R  and  D  manager  reporting  di- 
rectly to  the  president.  "Myself — well,  really  Milt  and  I — thought  we 
weren't  quite  ready  for  the  change  yet.  There  were  too  many  things 
to  take  care  of  in  the  factory.  But  Clark  had  wanted  to  have  some- 
thing like  this  for  a  couple  of  years,  and  in  November  he  decided  the 
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time  had  come.  He  said  he  wanted  the  two  of  us  to  begin  working 
on  this  on  our  own,  as  I  recall  his  words — that  we  could  do  better 
than  outsiders,  and  the  time  had  come  to  try. 

"As  to  how  it  was  to  be  set  up,  I  don't  know  whether  to  say  I 
was  made  head  of  R  and  D  or  not.  I  don't  know  how  to  put  it  with- 
out hurting  anyone,  and  I  don't  know  if  Milt  knew  about  it  before 
I  did  or  not." 

When  the  change  occurred,  Mr.  Lehman  no  longer  had  formal 
responsibility  for  the  plant,  but  he,  Mr.  Lombard,  and  Mario  Spu- 
moni  worked  out  an  "informal  understanding"  that  Mr.  Lehman 
would  continue  to  help  out  in  the  plant  until  Mario  got  used  to  the 
new  job.  The  informal  agreement  was  extended  when  the  Phila- 
delphia plant  manager  was  fired  in  January  and  Mario  went  to  Phila- 
delphia to  run  the  Main  Line  operation.  During  the  same  period, 
Mr.  Lehman  hired  four  mechanics,  brought  in  some  old  equipment 
from  Philadelphia  and  some  from  the  shed  out  back,  bought  steel, 
and  began  development  work  on  the  fourth  floor.  He  divided  his 
time  between  the  two  departments. 

OTTO  LEHMAN 

Mr.  Lehman  had  worked  at  Illinois  Food  Manufacturing  Company 
(IFM)  in  equipment  development  and  as  a  foreman  for  18  years. 
"Then  I  went  into  the  candy  business  for  myself.  It  was  a  small  opera- 
tion, and  it  kept  getting  smaller — I  was  'kaput'  in  two  years.  Next  I 
came  to  Midway  as  a  mechanical  supervisor,  doing  repairs,  rebuild- 
ing, and  also  supervising  some  production. 

"I  came  to  this  country  in  1930,  when  I  was  19.  I  had  just  finished 
four  years  as  an  apprentice  tool  and  die  maker  at  General  Electric  in 
Berlin.  I  had  been  working  on  special  jobs  at  G.E.,  building  large 
transformers  for  Russia  and  China.  I  had  a  contract  to  work  for  them 
here,  but  when  I  got  here  they  couldn't  squeeze  me  in,  so  I  was  do- 
ing odd  jobs  for  a  few  years  before  I  got  into  food  manufacturing." 

When  asked  what  he  enjoyed  most  about  his  work,  Mr.  Lehman 
replied,  "Making  things  work  better.  When  someone  comes  up  with 
an  idea  on  how  to  simplify  something  or  make  it  work  better,  I  try 
it  out  after  hours.  I  even  tried  building  a  bandage-wrapping  machine 
at  home.  I  wasn't  able  to  sell  it  but  I  converted  it,  and  now  it  wraps 
Midway  candy  bars.  It's  the  one  that  was  presented  to  Clark  one  Christ- 
mas. We  put  a  big  red  bow  on  it  and  put  it  next  to  a  Christmas  tree. 
He  got  quite  a  kick  out  of  it. 

"The  hardest  part  of  my  work  these  first  few  months  has  been 
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finding  good  mechanics.  It  took  over  two  months  to  find  these  four. 
I  didn't  sleep;  I  was  looking  and  worrying  all  the  time.  Even  though 
I  tried  to  be  careful,  I'm  going  to  have  to  let  two  of  them  go.  They 
don't  have  it,  and  you  know  what,  they  are  Europeans.  I  understand 
they  have  cut  the  apprentice  time  from  four  years  to  three  over  there. 
Of  course,  another  problem  is  we  don't  want  to  pay  the  top  price. 
We  have  to  pay  below  our  own  top  union  rate  to  avoid  problems  with 
the  older  people  in  the  plant,  so  at  these  wages  you  are  taking  some 
chances." 

One  day  the  researcher  was  talking  with  Mr.  Lehman  about  the 
R  and  D  budget  when  an  incident  took  place  involving  a  question  of 
which  department  would  be  charged  for  a  S2.00  iron  pipe.  Mr.  Leh- 
man said:  "I've  just  turned  in  my  first  budget.  It  goes  to  Clark  for 
approval  and  then  to  the  administration  department.  We  are  now 
an  independent  department  with  our  own  money.  I've  hired  four  me- 
chanics, brought  in  the  stuff,  and  we  have  this  whole  floor  to  ourselves. 
[R  and  D  was  using  about  30°c  of  the  space  on  the  fourth  floor.] 
Our  money  comes  straight  from  Clark;  we  don't  have  to  squeeze  it 
out  of  Milt's  budget  any  more.  We  even  have  our  own  account  num- 
ber, just  like  General  Motors,  number  641." 

The  telephone  rang,  and  Otto  answered,  "Hello  ...  to  us,  Mario, 
to  R  and  D?  .  .  .  O.  K.,  I'll  sign  it,  we  can  put  it  in  R  and  D  .  .  . 
the  account  number?  It's  number  641  ....  O.  K.,  bring  it  up  and 
I'll  sign  it." 

Turning  back  to  the  researcher,  Mr.  Lehman  continued,  "Boy,  we 
are  like  outsiders — like  working  for  the  bakery  across  the  street.  That 
was  a  call  about  a  hunk  of  pipe.  When  we  set  up  here  on  the  fourth 
floor,  we  carried  up  some  machines  and  tools  and  a  couple  of  pieces 
of  pipe.  That  was  the  factory  saying  they  needed  a  pipe.  They  want 
us  to  pay  for  it  with  R  and  D  money  since  we  had  taken  some  of 
theirs  when  we  moved  up  here.  It's  only  $2.00  he  says,  hardly  worth 
walking  up  here  for.  But  Milt  is  up  to  his  neck  on  his  budget,  and 
Mario  knows  I'm  not  on  mine.  Milt's  boys  know  how  tight  that 
budget  is,  so  they  are  trying  to  shift  some  of  it  on  to  us." 

=*     #     #     #  # 

A  few  minutes  later  Mario  Spumoni  entered  with  a  piece  of  paper. 
Mr.  Lehman  greeted  him  and  signed  the  paper.  "O.  K.,  but  don't  use 
No.  641  as  a  bank  (smiles).  And  don't  try  to  charge  us  for  the  floor 
or  the  windows."  Mario  smiled  and  left.  "Having  our  own  account 
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really  makes  a  difference,"  Mr.  Lehman  resumed.  "It  h#s  meant  I 
could  hire  mechanics,  and  get  steel  and  parts  as  I  needed  them." 

The  Administrative  Department 

The  administrative  department  had  a  threefold  mission:  (1)  to 
help  Midway  establish  and  "stick  to"  an  annual  profit  goal,  (2)  to 
help  set  standards  for  the  items  appearing  on  the  profit  and  loss  state- 
ment, and  (3)  to  systematize  the  flow  of  information  or  "paper  work." 
Mr.  Ben_Naj^e^ad^  stated,  "As  I  see  it,  I 

represent  phase  two  here,  that  is  going  for  more  profits.  To  accom- 
rJtlslTit,  we  are  going  to  have  to  set  standards,  such  as  a  l6l/2%  cost 
for  marketing.  That  hits  right  at  the  guts  of  things.  In  the  past  our 
marketing  costs  have  varied  from  17  %  to  23%,  and  no  one  ever  really 
thought  about  the  variations.  This  causes  problems,  but  so  does  setting 
standards.  I  want  them  to  be  on  the  tight  side,  and  I  want  us  to  shoot 
for  a  high-profit  target.  We've  gone  a  step  in  that  direction  by  setting 
the  l6Vi%  target  for  marketing;  it's  going  to  mean  a  head-on  clash 
when  we  get  to  the  budget  meetings.  Any  change  like  this  is  bound 
to  be  uncomfortable.  It's  basic.  This^irxipany  has  been  marketing- 
oriented,  and  we  want  it  to  become  profit-oriented." 

The  administrative  department's  operating  responsibilities  included 
three  principal  staff  services:  (1)  financial  affairs,  (2)  record  keep- 
ing, and  (3)  preparation  of  information  for  use  by  the  other  two  de- 
partments. These  services  were  performed  by  a  department  of  20  peo- 
ple functionally  organized  as  customer  service,  accounting,  and  IBM 
sections.  These  three  groups  were  basically  engaged  in  processing  in- 
formation; customer  services  and  IBM  dealt  primarily  with  externally 
generated  information,  while  accounting  dealt  with  internally  gen- 
erated data. 

EXTERNAL  information 

The  principal  source  of  external  information  was  the  customer  order, 
a  document  made  out  by  the  broker  and  mailed  in  after  each  sale. 
These  invoices  indicated  each  sale  by  customer,  broker,  TV  market 
area,  quantity  and  type  of  product,  and  terms  granted  or  merchandise 
credits  allowed.  From  these  invoices  IBM  punched  cards  were  pre- 
pared, with  each  card  representing  one  order.  In  addition  to  being 
used  for  billing,  accounts  receivable,  and  payment  of  commissions,  the 
IBM  cards  were  the  source  of  six  major  reports: 
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1.  Daily  sales  summary  by  broker's  territory. 

2.  Summary  of  accounts  receivable. 

3.  Aging  schedule  of  accounts  receivable. 

4.  Analysis  of  credits  allowed  to  customers  by  reason  for  allowance  of  credit. 

5.  Monthly  analysis  of  sales  by  customer. 

6.  Monthly  anslysis  of  sales  by  TV  market  area. 

The  department  processed  manually  all  incoming  freight  bills  and 
supplier  invoices.  Both  were  scheduled  for  IBM  processing  in  the  near 
future.  IBM  processing  of  freight  bills  was  expected  to  be  of  consider- 
able significance  in  management's  judgment  for  two  reasons:  First, 
it  would  reduce  the  costs  of  paying  freight  bills  and  of  keeping  records 
of  transportation  costs.  Second,  and  more  important,  it  would  permit 
analysis  of  transportation  costs  and  might  indicate  either  the  need  for 
different  shipping  policies  or  the  need  to  relocate  some  of  the  com- 
pany's 12  warehouses. 

INTERNAL  INFORMATION 

Principal  sources  of  internally  generated  information  included  com- 
pany accounting  records,  operating  information  from  the  three  depart- 
ments, and  pro  forma  forecasts.  These  sources  were  used  in  four  major 
reports : 

1.  Monthly  profit  and  loss  statement. 

2.  Monthly  balance  sheet. 

3.  Annual  budget,  projected  and  actual. 

4.  Weekly  cash  forecasts. 

Of  these,  only  No.  4  appears  to  need  amplification.  The  cash  position 
of  the  company  was  so  tight  during  the  busy  season  that  cash  require- 
ments and  sources  were  forecast  for  each  ensuing  week  and  sometimes 
were  prepared  for  each  day  of  the  week.  These  reports  were  prepared 
on  a  standard  form  called  the  "thumbnail  financial  report,"  a  report 
which  went  directly  to  the  president  during  the  busy  season. 

The  administrative  department  did  not  maintain  any  cost  account- 
ing records  by  product;  factory  costs  were  grouped  by  type  of  expendi- 
ture. Thus,  the  administrative  department  knew  whether  the  manu- 
facturing department  was  staying  within  its  budget,  but  it  could  not 
determine  by  product  how  the  money  was  being  spent.  Although  the 
manufacturing  department  kept  more  detailed  records,  it  controlled  its 
costs  basically  through  attention  to  machine  output  and  total  labor 
cost.  The  labor  cost  was  related  to  sales  value  of  output,  and  this 
percentage  became  the  rough  efficiency  index.  Changes  in  product 
mix  and  volume  affected  it  significantly,  and  both  the  manufacturing 
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and  administrative  vice  presidents  said  that  it  was  only  a  rough  in- 
dicator. "Better  cost  accounting  is  something  we'll  need  as  we  grow," 
Mr.  Nagle  said.  "But  right  now  we  can  keep  things  under  control 
without  it.  And  there  isn't  much  need  to  do  anything  about  it  in  the 
immediate  future,  because  when  the  manufacturing  department  says 
it  can  do  the  job  on  $X,  that's  all  they  use.  Somehow  they  get  the  job 
done." 

THE  "FREDDY"10  REPORT 

The  Freddy  report  was  a  document  which  had  evolved  in  response 
to  an  important  operating  problem:  the  inadequate  control  of  ship- 
ments of  finished  goods.  The  control  problem  resulted  from  the  need 
to  keep  up  to  44  items  in  stock  in  each  of  12  warehouses  (1)  where 
planning  helped  mitigate  occasional  shortages,  and  (2)  where  truck- 
load  shipments  made  an  important  difference  in  transportation  costs. 

To  mitigate  the  problem,  Mr.  Nagle  had  'pulled  together"  internal 
and  external  information  in  such  a  way  that  the  IBM  section  could 
turn  out  a  Freddy  report  every  day.  The  report  listed  the  following 
information  for  each  warehouse: 

1.  Opening  inventory  balance  on  each  item.  " 

2.  Deliveries  to  the  warehouse.  ^ 

3.  Shipments  from  the  warehouse. 

4.  Closing  balance  on  hand. 

5.  Goods  in  transit  to  the  warehouse. 

6.  Firms'  orders  for  future  delivery  in  the  next  two  weeks. 

7.  Orders  for  future  delivery  beyond  two  weeks. 

For  the  two  factory  warehouses  the  Freddy  report  contained  addi- 
tional information,  including  the  amount  added  to  inventory  as  a  re- 
sult of  the  previous  day's  production.  There  was  also  a  summary  sheet 
showing  the  over-all  position  of  the  12  warehouses. 

This  report  was  generally  credited  with  having  drastically  reduced 
the  confusion  and  arguments  which  had  accompanied  the  disposition 
of  merchandise.  A  separate  copy  of  the  report  was  sent  each  morning 
to  each  vice  president,  each  of  whom  used  it  in  planning  the  opera- 
tions of  his  own  department. 

SPECIAL  REPORTS 

In  addition  to  the  regular  reports  the  administrative  department 
prepared  numerous  special  reports  based  on  detailed  investigations  of 
company  records.  For  instance,  when  Mr.  Kramer  inquired  about  usage 

10  So-called  because  the  administrative  vice  president  once  asked,  "Where's  Freddy?" 
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of  typing  paper  in  the  office,  long-distance  phone  calls,  or  expense 
account  breakdowns,  the  department  worked  up  a  special  report  which 
was  prepared  each  month  until  Mr.  Kramer  and  Mr.  Nagle  were 
satisfied  that  the  matter  was  under  control.  The  detailed  reports  were 
then  discontinued.  Mr.  Nagle  stated,  however,  that  it  was  not  uncom- 
mon for  Mr.  Kramer  to  look  through  reports  or  operating  statements, 
to  ask  why  a  particular  figure  was  high,  and  to  ask  for  an  investigation. 

DEPARTMENTAL  ORGANIZATION 

The  administrative  department  was  organized  into  four  sections, 
each  of  which  was  directed  by  a  manager  who  reported  directly  to  Mr. 
Nagle.  The  four  managers  were  comparatively  young  men  (average 
age  25),  and  for  all  four  it  was  the  first  opportunity  at  full  responsi- 
bility for  a  section. 

Prior  to  Mr.  Nagle's  arrival,  administrative  services  had  been  di- 
rected by  a  controller,  who  resigned  about  a  month  after  Mr.  Nagle 
was  hired  because,  Mr.  Nagle  said,  "his  wife  thought  my  appointment 
would  limit  his  vistas  too  much."  Subsequently,  Mr.  Nagle  had  hired 
another  man,  Joe  Rivers,  to  fill  some  of  the  controller's  duties.  Mr. 
Nagle  had  trained  Mr.  Rivers  for  the  controller's  post,  but  promotion 
had  been  blocked  by  the  opposition  of  the  other  two  vice  presidents. 
Subsequently,  Mr.  Rivers  had  been  encouraged  to  resign,  which  he  did 
in  early  1959. 

Ben  Nagle 

Mr.  Nagle  was  described  by  his  associates  in  the  organization  as 
"a  quick  thinker;  a  good  man  with  numbers,  systems,  and  procedures; 
and  the  man  who  brought  order  out  of  chaos  by  whipping  up  the 
Freddy  report."  He  was  also  described  as  "the  professional  administra- 
tor," the  man  who  quotes  "standard  operating  procedure  in  cases  like 
this,"  talks  about  "new  vistas,"  and  uses  all  the  modern  management 
terminology.  He  was  described  as  "good  with  reports  and  memos," 
but  someone  who  "can  bury  the  important  things  in  a  smoke  screen 
when  he  wants  to." 

Mr.  Nagle  described  himself  as  a  "school-trained  administrator." 
While  he  had  an  accounting  degree  and  a  C.P.A.,  he  wasn't  "a 
conventional  accountant,  just  looking  at  the  numbers.  Sales  are  im- 
portant, and  without  them  controls  don't  mean  anything — you're  out 
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of  business.  It  takes  the  big  picture  to  be  a  good  administrative  man, 
not  just  the  numbers,"  he  said. 

Mr.  Nagle  described  himself  on  another  occasion  as  "a  guy  who 
sees  what  has  to  be  done  and  goes  after  it;  a  guy  who  has  respect  for 
Machiavellian  philosophy.  I'm  not  sentimental  about  things;  if  some- 
one has  to  be  canned,  that's  just  the  way  the  ball  bounces.  I  get  it 
done  and  over  with — none  of  this  beating  around  the  bush  or  putting 
people  off  in  a  corner  so  they  won't  be  in  the  way." 

Mr.  Nagle  also  noted  that  he  planned  his  day.  "I  try  to  schedule 
appointments  from  10:00  to  11:30  in  the  morning,  for  instance.  I 
place  my  phone  calls  from  about  9:30  to  10:00.  Studies  show  that  you 
only  connect  on  about  50%  of  your  phone  calls  and  that  the  other 
half  call  back  in  around  two  hours,  after  the  man  has  finished  a  con- 
ference or  appointment.  Then  I  try  not  to  schedule  any  meetings  from 
11:15  to  12:00  so  I'll  be  free  to  take  the  return  phone  calls."  On 
another  occasion  Mr.  Nagle  noted  that  he  also  planned  his  day  to  be 
able  to  spend  his  evenings  at  home  with  his  family.  "I'm  a  family 
man  with  a  wife  and  two  fine  children.  I  like  to  spend  the  evenings 
with  them,  so  when  the  work  piles  up  I  get  here  at  6:00  or  6:30 
in  the  morning  to  catch  up." 

Mr.  Nagle  was  graduated  from  the  City  College  of  New  York  in 
1941  with  a  B.B.A.  in  accounting.  Subsequently,  he  passed  his  CP. A. 
exam,  but  shortly  thereafter  was  inducted  into  the  Army,  sent  to  a 
special  statistics  program  at  the  Harvard  Business  School,  commis- 
sioned a  second  lieutenant,  and  sent  to  an  air  base  as  a  mess  officer. 
Later  he  worked  in  operations,  and  finally  in  personnel.  Following 
the  war  he  became  the  controller  of  a  publishing  company,  and  in 
1953,  after  a  year  of  inactivity  due  to  illness,  became  the  treasurer 
of  Consumer  Products,  Inc.,  a  company  manufacturing  proprietary 
medicines.  He  served  as  treasurer  for  three  years,  and  then  the  presi- 
dent of  Consumer  Products  recommended  him  to  Mr.  Kramer.  He 
joined  Midway  in  January,  1958. 

Mr.  Nagle  described  his  jobs  in  the  company  as  ( 1 )  "streamlining 
the  office  setup — the  records  and  reports,"  and  (2)  "adding  new  em- 
phasis to  the  bottom  line  of  the  profit  and  loss.  I  start  a  budget  from 
the  bottom  line  of  the  profit  and  loss,  not  the  top  the  way  salespeo- 
ple do. 

"Getting  agreement  on  the  figure  for  that  bottom  line  is  the  tough- 
est part;  once  you  get  agreement,  the  rest  is  easier  because  things  have 
to  fit.  You  work  your  way  up  the  profit  and  loss,  and  something  has 
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to  give.  We  aren't  in  full  agreement  here  on  what  the  bottom  figure 
should  be — I'm  on  the  high  side — but  we  have  agreed  on  a  general 
area.  Even  with  this  general  agreement,  I  expect  a  head-on  clash  when 
we  get  down  to  brass  tacks  in  the  budget  meetings.  It's  going  to  be 
hard  to  stick  to  the  profit  goal  when  it  means  cutting  expenses  a  lot, 
so  there  will  be  a  showdown. 

"As  for  the  way  I  operate,  I  spend  the  biggest  percentage  of  my 
time  training  people.  I  try  to  let  a  person  know  what  the  purpose  of 
his  job  is  and  how  it  fits  into  the  company.  In  fact  I'm  sometimes 
criticized  for  spending  so  much  time  discussing  policy  with  my  sub- 
ordinates. 


Exhibit  3 
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"This  was  particularly  true  when  I  started  in  here,  because  there 
were  no  systems  or  anything.  I  had  to  introduce  the  new  systems  and 
to  untrain  and  retrain  the  people.  That  takes  a  lot  of  time  and  discus- 
sion, because  people  are  basically  unwilling  to  change.  Besides,  some  of 
the  things  they  were  doing  were  according  to  methods  they  had  in- 
vented, so  they  had  a  pride  of  authorship.  Those  were  the  toughest 
to  unconvince.  As  a  result,  we  had  some  personnel  turnover;  some 
were  fired,  and  others  quit.  Not  everything  is  accepted  yet,  so  I'm  still 
spending  a  good  deal  of  time  on  it,  but  I  think  it's  worth  it.  You 
see,  these  people  are  clerical.  They  expect  to  know  what  goes  on. 
With  manufacturing  it's  different:  the  people  expect  to  be  told  what 
to  do.  Am  I  talking  like  a  textbook?  Bear  in  mind  I  have  had  pro- 
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fessional  training — these  were  things  I  learned.  They  had  come  to 
me  through  education  rather  than  experience." 


Asked  what  he  enjoyed  most  about  his  work  at  Midway,  Mr.  Nagle 
replied  after  a  long  pause,  "Basically,  I  like  the  feeling  of  wrapping 
something  up  and  getting  it  completed.  Planning  and  forecasting  are 
the  kinds  of  work  I  like  most,  and  if  they  work  out  I  really  feel 
good.  I  feel  even  better  if  they  work  out  without  my  being  there. 

'The  hardest  part  of  my  work?  You  know  the  answer  to  that  one. 
The  hardest  part  is  always  the  interrelationships  with  fellow  execu- 

Exhibit  4 

MIDWAY  FOODS  CORPORATION  (C) 
Organization  Chart  1955-56 


PRESIDENT 
| CLARK  KRAMER 


ADVERTISING  AND  PROMOTION 

MANAGER 
 HAL  REISS 


FIELD  SALES 
MANAGER 
LARRY  ROSEN 


VP.  MANUFACTURING  [ 
MILT  LOMBARD 


PLANT   ENGINEER | 


PROCESS  FOREMAN 
J.  EPSTEIN 


2ND  SHIFT 
FOREMAN 

1ST  SHIFT 
FOREMAN 

V.P.  SHIPPING 
JOHN  GOLDEN 


Source:  Mr.  Clark  Kramer,  president  of  Midway  Foods. 


I  1  ST  SHIFT] 


tives- 


-the  executive  climate.  This  is  always  the  hardest  for  jtg^  peo- 
ple. Ijg£.  people  have  plans,  expansion,  and  output  to  work  with.  Staff 
is  nothing  tangible — purely  advice.  Well,  my  job  is  basically  staff — 
pure  staff. 

"So  relationships  are  the  hardest  part,  and  I  think  anyone  would  be 
a  jerk  to  discuss  it  with  an  outsider.  He  would  be  naive  to  commit  it 
to  print.  Realistically  I  can't  say  things  here  are  like  a  family  picnic; 
things  are  always  changing,  and  change  is  always  irritating  to  some- 
one. With  no  changes  maybe  we  could  have  a  happy  fraternity  and 
everyone  would  be  satisfied  with  the  status  quo.  But  when  you  change, 
or  try  to  cut  the  costs  of  doing  business,  something  has  to  give.  And 
that  makes  the  climate  uncomfortable. 

"The  goals  for  this  department?  First,  to  get  the  department  to 
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run  smoothly,  without  periods  of  stress.  This  one  hasn't  yet  been  at- 
tained. Second,  to  integrate  Midway  and  Main  Line.  This  is  about 
accomplished.  We  have  converted  their  administrative  system  to  ours 
and  are  now  running  everything  from  here  on  IBM. 

"We  don't  have  any  dollar  goals,  really.  We  haven't  yet  reached 
that  stage  of  thinking — the  department  is  still  in  the  metamorphosis 


Exhibit  6 

MIDWAY  FOODS  CORPORATION  (C) 
Midway's  Management  Team 


Age 

Number 
Years  with 
Midway 

Education 

Size  and 
Location  of 
Office 

Relative  Pay 
of  Depart- 
ment Head 

Clark  Kramer  

39 

9lA 

B.S.E. 

Hal  Reiss  

32 

9 

B.A. 

1 

3* 

Milt  Lombard  

46 

8 

B.A. 

3 

2* 

Ben  Nagle  

41 

iy2 

B.A.,  C.P.A. 

2 

1 

Otto  Lehman  

47 

7 

4th  grade 

4 

4 

*  There  was  very  little  difference  between  2  and  3. 
Source:  Company  records. 


stage.  The  goal  has  been  to  do  a  good  job.  We  need  more  time  to 
get  a  reporting  system  and  to  develop  things  to  a  point  where  the  peo- 
ple would  understand  the  dollar  goals.  Right  now,  they  would  just  be 
a  blur  of  figures. 

"We  do  have  a  dollar  goal  in  one  sense.  We  want  to  buy  a  305 
RAMAC  unit  for  the  IBM  system,  but  we  can't  unless  we  can  show 
Clark  Kramer  how  it  will  save  money.  It  rents  for  $24,000  a  year, 
and  we  have  to  show  more  than  that  in  savings,  not  just  in  new  statis- 
tics. So  far  our  IBM  manager  has  figured  $18,000.  He  is  spending 
a  couple  of  hours  a  day  reading  and  studying  about  the  equipment 
and  getting  a  lot  of  help  from  the  IBM  people.  They  would  like  to 
see  a  company  as  small  as  ours  make  a  success  of  the  RAMAC." 
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On  November  15,  1958,  a  general  management  meeting  was  held 
at  Mr.  Kramer's  home.  Present  at  the  meeting  were  Mr.  Kramer,1 
Mr.  Reiss,2  Mr.  Lombard,3  and  Mr.  Nagle.4  The  meeting  had  an 
agenda  of  12  items,  one  of  which  was  "traffic,"  a  subject  which  had 
been  debated  vigorously  by  the  group  over  the  past  several  years. 

THE  SITUATION 

Traffic  involved  the  fivefold  functions  of: 

>4.  Allocating  merchandise  to  various  warehouses  and  customers. 

''"~"2.  Planning  the  least  expensive  ways  of  moving  the  required  goods  to  the 

rAf*f~\"^    /  warehouses. 

r/  Dispatching  of  merchandise  from  the  two  factory  warehouses  to  the  other 

\f       ten  public  warehouses. 

ft\Y^?'      >ss4.  Approving  freight  bills,  warehouse  charges,  and  damage  claims. 

5.  Accounting  for  the  transactions.  -  f"  A  /JD  Succi^s  ^Cc~^. 

rl/(Y\'  — — 

In  the  past  the  marketing  department  had  been  responsible  for 
the  first,  second,  and  fourth  functions;  the  shipping  section,  a  unit 
of  the  manufacturing  department,  had  been  responsible  for  the  third 
function;  and  the  administrative  department  for  the  fifth.  Under  this 
system  there  had  been  continual  friction  between  marketing  and  manu- 
facturing because  (1)  information  on  inventory  in  the  public  ware- 
houses was  so  inadequate  that  the  marketing  department  had  difficulty 
telling  where  its  merchandise  was,  and  (2)  the  marketing  department 
had  a  tendency  to  order  more  goods  to  be  shipped  than  were  available 
in  the  two  factory  warehouses.  As  a  result  of  this  incomplete  and  some- 
times faulty  planning,  the  allocation  of  merchandise  (function  No.  1 ) 
was  to  some  extent  forced  onto  the  shipping  department.  For  example, 
shipping  would  be  ordered  to  ship  2,500  cases  of  an  item  when  it  only 
had  1,000  in  stock,  and  additional  shipping  orders  would  come  in  along 

1  Mr.  Clark  Kramer,  president  of  Midway  Foods. 

2  Mr.  Hal  Reiss,  marketing  vice  president. 

3  Mr.  Milt  Lombard,  production  vice  president. 

4  Mr.  Ben  Nagle,  administrative  vice  president. 
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with — or  ahead  of — additional  goods  from  the  production  lines.  For 
want  of  clear  instructions  and  because  of  an  over-all  shortage  of  goods, 
the  headof  shipping  ended  up  by  allocating  some  of  the  merchandise  ^ 
according  to  his  own  plans.  This  situation  placed  the  head  of  the  ship- 
ping department,  a  clerk,  in  the  position  of  being  unable  to  fulfill  the 
directives  of  his  superiors,  and  as  a  result  he  was  used  as  a  "whipping 
boy."'  shock)  .<eocz.-£K^  peer*  0"*-?  <g*J£>  "S^s's 
"One  of  these  problems  was  alleviated  in  August,  1958,  when  the 
"Freddy  report"  came  into  being.  This  report  was  a  perpetual  in- 
ventory record  for  each  item  in  each  warehouse  and  was  turned  out 
daily  by  IBM  equipment.  This  report,  which  had  been  in  existence 
about  three  months  prior  to  the  meeting,  had  quickly  lessened  the  con- 
fusion on  warehouse  inventories  and  had  reduced  interdepartmental 
friction. 

Several  months  previous  to  the  development  of  the  Freddy  report, 
another  change  had  occurred.  Management  had  asked  the  administra-  . 
tive  department  to  bring  traffic  costs  down.  To  do  this  Mr.  Nagle  had 
set  about  systematizing  shipping  and  setting  up  guidelines  to  reduce 
storage  and  trucking  costs.  However,  formal  responsibilitvJor_  these 
functions  remained  with  marketing: 

In  the  general  management  meeting  the  discussion  revolved  around 
at  least  four  questions:  The  ^  first-was  a  technical  question  of  how  to 
minimize  traffic  costs.  Second  was  the  problem  of  defining  and  assign- 
ing responsibility  for  the  different  functions  to  one  or  more  of  the 
departments — or  the  centralization  of  all  the  functions  under  a  traffic 
manager.  Third^was  a  problem  of  relative  departmental  status:  shift^?A>»  I 
ing  a  function  from  one  department  to  another  increased  the  status 
of  the  recipient  while  lowering  that  of  the  department  which  relin- 
quished it.  Finajiy,  there  was  at  least  one  interpersonal  problem  in- 
volving a  personal  difference  between  Mr.  Lombard  and  Mr.  Nagle. 
The  first  and  the  last  of  these  are  amplified  below A*pd£i?~  < 

TRAFFIC  COSTS 

Midway  spent  about  5%  of  its  sales  dollar  for  the  three  "traffic" 
expenses:  (1)  trucking  costs,  (2)  monthly  storage  charges  for  u^jof 
the  ten  public  warehouses,5  and  (3)  "in-and-out"  changes)  Trucking 
costs  and  warehouse  storage  charges  were  controllable;  that  is,  traffic 
planning  could  reduce  them.  Trucking  costs  tended  to  be  minimized 
by  shipping  in  truckload  lots,  that  is,  by  sending  less  frequent  but 
larger  shipments.  Warehouse  storage  charges  tended  to  be  minimized 

5  Two  of  the  12  warehouses  were  company-owned. 
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by  keeping  inventories  low  in  the  public  warehouses,  that  is,  by  setting 
maximum  acceptable  inventory  levels  for  each  warehouse.  Thus  reduc- 
tion of  trucking  costs  might  increase  warehouse  storage  costs,  and  vice 
versa.  Hence,  to  minimize  total  costs  on  a  company-wide  basis,  in- 
creases in  one  kind  of  costs  had  to  be  offset  against  decreases  in  the 
other  in  accordance  with  over-all  shipping  requirements.  In-and-out 
charges  roughly  corresponded  to  volume  and  (except  for  interware- 
house  shipments  to  alleviate  shortages)  did  not  present  an  opportunity 
for  cost  reduction  through  careful  planning. 

INTERPERSONAL  PROBLEM 

To  Mr.  Nagle  and  Mr.  Lombard  the  traffic  question  was  of  con- 
siderable personal  significance,  and  their  viewpoints  were  quite  differ- 
ent. Mr.  Nagle  favored  centralization  of  all  traffic  functions  under  a 
single  department,  and  despite  comments  to  the  contrary  probably 
would  not  have  been  disappointed  had  they  been  assigned  to  his  own 
department.  Mr.  Lombard  wanted  to  keep  the  shipping  aspect  sepa- 
rate and  under  the  manufacturing  department. 

In  the  meeting,  Mr.  Lombard  stated  that  he  wanted  each  depart- 
ment "to  stand  on  its  own  two  feet."  Under  the  existing  situation,  he 
said,  it  was  possible  to  tell  whether  each  department  was,  in  fact,  doing 
so.  The  Freddy  report  contained  enough  information  about  the  traffic 
operations  of  each  department  to  tell  how  well  each  was  performing 
some  of  its  responsibilities.  For  instance,  it  showed  all  shipments  be- 
tween warehouses,  and  by  careful  inspection  one  could  note  any  inci- 
dents of  costly  "back-shipping,"  such  as  shipping  Midway  bars  back 
from  California  to  fill  a  shortage  in  Denver.  Also,  by  taking  a  physical 
inventory  in  the  Chicago  or  Philadelphia  warehouses,  one  could  deter- 
mine whether  the  Freddy  report  itself  (a  perpetual  inventory  record 
processed  daily  by  IBM)  was  being  accurately  maintained.  In  addition, 
the  report  provided  a  printed  daily  record  showing  relative  inventory 
levels  and  merchandise  shortages,  and  it  provided  a  basis  for  drawing 
inferences  about  the  size  of  shipments  (truckload  or  less)  being  used. 

Mr.  Lombard  referred  to  the  Freddy  report  as  an  informational 
check,  "the  pulse  of  our  business."  As  long  as  shipping  was  under 
his  control,  he  would  not  only  receive  a  daily  copy  of  the  report  but 
would  also  have  two  independent  check  points  ( the  Chicago  and  Phila- 
delphia warehouses)  on  its  accuracy  plus  the  opportunity  to  inspect 
how  the  other  two  departments  were  planning  the  allocation  and  ship- 
ment of  merchandise.  He  referred  to  this  as  a  double  check,  or  a  check 
and  balance  system,  and  his  comments  indicated  a  desire  to  prevent 
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anyone  from  building  an  empire  or  insulating  any  department  from 
the  scrutiny  of  other  executives. 

Both  Mr.  Lombard  and  Mr.  Xagle  agreed,  however,  that  whoever 
had  the  responsibility  for  traffic  activities  should  also  have  the  au- 
thority to  direct  those  activities.  Both  men  agreed  that  the  shipping 
department  should  have  no  discretionary  power  whatever — that  ship- 
ping should  be  a  purely  clerical  function. 

THE  GENERAL   MANAGEMENT   MEETING   OF   NOVEMBER   15,  1958 

The  material  which  follows  is  taken  from  an  edited  copy  of  a  tape 
which  recorded  a  4 5 -minute  discussion.  While  only  excerpts  have 
been  presented,  the  table  given  in  Exhibit  1  summarizes  the  entire 
meeting  following  the  Bales  system  of  interaction  process  analysis. 

C.  Kramer:  Ben,  I  think  the  important  thing  here  unquestionably 
is  to  get  this  job  visualized  properly  by  all  of  us.  We  can't  even  a^ree 
at  this  point  which  department  the  job  should  fall  in. 

B.  Nagle:  Well,  if  you  assign  it  to  me,  I'll  work  at  it  and  get 
it  done. 

C.  Kramer:  I'm  not  quite  satisfied  that  that's  the  proper  place 
for  it  to  be. 

B.  Nagle:  I'd  just  as  soon  not  have  the  headache.  But  whoever 
has  it,  I  want  to  get  rid  of  the  part  I  have.  (Pause.)  I  want  to  get 
rid  of  the  parts  /  have  which  involve  payment  of  freight  bills,  follow-up 
of  freight  claims,  choice  of  warehouses,  paving  warehouse  bills,  and 
okaying  warehouse  bills.  If  I  have  that  responsibility,  there's  a  lot  of 
money  involved,  and  I  want  the  equipment  to  work  with. 

H.  Reiss:  I  had  the  responsibility  for  it  heretofore.  I  did  a  lousy 
job  because  I  didn't  supervise  it,  and  I  still  think  I'll  do  a  lousy  job 
because  I  know  I  won't  supervise  it.  I  don't  have  the  time  to  super- 
vise a  traffic  man. 

M.  Lombard:  There's  one  thing  I'm  confused  on.  You're  talking 
about  the  payment  of  bills  and  all  these  other  things  which  are  double 
checks  on  (pause)  that  department  or  that  person  handling  it.  and  I 
can't  quite  see  .... 

B.  Nagle:  I'm  not  talking  about  just  the  mechanical  checking 
of  it.  I  want  to  be  in  a  position  that  if  I  think  it's  shipped  wrong 
downstairs  or  at  Philly,  I  can  say.  "Don't  ship  it  that  way;  ship  it  the 
other  way." 

C.  Kramer:  But  you  don't  have  to  have  the  downstairs  [ship- 
ping department]  reporting  to  you  in  order  to  tell  them  what  and 
when  to  ship. 
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M.  Lombard:    That's  the  double  check  .... 

B.  Nagle:  They  don't  check  me.  I  don't  check  your  daily  work. 
M.  Lombard:    But  this  is  the  double  check  we  should  have. 

H.  Reiss  (to  Kramer) :  Why  should  this  involve  manufacturing 
at  all?  I  don't  understand  that. 

C.  Kramer:  I'm  not  saying  that  it  should.  But  part  of  it  is  there 
now.  I'm  saying  if  you  want  to  change  this  and  create  a  separate 
traffic  department  and  put  shipping  under  it,  then  you've  got  to  make 
a  big  change.  But  if  you  just  put  in  a  traffic  man,  particularly  a  man 
of  the  $7  5 -a- week  caliber,  as  head  of  that  department,  you  can't  start 
yanking  the  shipping  department  out  and  have  them  start  reporting 
to  this  $7 5 -a- week  man.  I'm  not  saying  we  can't  make  such  a  major 
realignment.  Certainly  we  can.  We  can  change  any  time.  (Pause.) 

B.  Nagle:  If  the  shipping  department  works  as  a  shipping  depart- 
ment normally  works — by  the  numbers — they  get  a  piece  of  paper 
and  they  do  whatever  that  paper  says.  They  don't  question  it,  which 
is  normal.  It  doesn't  make  a  damn  bit  of  difference  to  whom  the  ship- 
ping department  reports. 

Now,  once  they  get  to  the  point  of  exercising  judgment,  then  some- 
body has  to  be  able  to  say  to  them,  "You  do  it  regardless  of  what 
you  think."  Now  I'm  not  saying  that  traffic  should  be  under  the  ad- 
ministrative department,  but  if  you  give  traffic  to  somebody,  give  'em 
the  whole  pitch  and  the  whole  works  to  do  the  job!  Give  it  to  Hal; 
give  it  to  Milt!  I'd  just  as  soon  not  have  it. 

M.  Lombard:  But  I  don't  see  where  sending  an  order  down  to 
ship  Boston  the  following  merchandise  on  the  fifth  of  the  month,  or 
whatever  date  it  is,  via  so-and-so's  truck  has  anything  to  do  with 
management! 

#    #    #    #  # 

H.  Reiss:  What  I'm  trying  to  say  is  that  my  job  is  basically  that 
of  a  director  of  distribution,  not  a  director  of  marketing.  I  really  have 
to  have  all  the  responsibility  for  getting  the  stuff  out  of  the  plant 
and  all  that  sort  of  thing.  But  I  can't  do  it.  I've  got  to  work  on  this 
with  the  kind  of  a  guy  that  is  not  narrow  in  his  scope  and  not  nar- 
row .... 

C.  Kramer:    You  can't  do  it  well  .... 

H.  Reiss:  I  can't  direct  his  activities  because  I  know  nothing  about 
the  technical  aspect  of  traffic.  I  .  .  .  . 

C.  Kramer:  Well,  theoretically,  you  would  not  have  to  know 
anything  about  it. 
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H.  Reiss:  That's  the  point.  You  have  to  have  an  administrator 
because  he's  got  to  handle  the  freight  bills  and  he's  got  to  pay  the 
bills  .... 

C.  Kramer:    Whoa,  whoa.  He  doesn't  necessarily  have  to  handle 
or  pay  freight  bills.  He  merely  has  to  O.K.  them,  let's  say. 
H.  Reiss:    Well,  then,  how  .... 

C.  Kramer:  The  mechanical  part  of  paying  the  freight  bill,  such 
as  writing  an  amount  on  a  check,  does  not  have  to  be  done  by  a  traffic 
manager  or  a  marketing  manager  or  the  president  of  the  company. 
It  can  be  done  by  a  clerk. 

B.  Nagle:  The  check,  the  mechanical  part  of  paying  the  check,  no. 
But  somebody's  got  to  put  his  John  Hancock  on  a  variety  of  little  bills 
that  at  the  end  of  the  year  add  up  to  a  couple  of  hundred  thousand 
dollars.  We  had  a  situation  in  the  past  where  the  initial  was  put  on 
and  there  was  just  a  rubber  stamp.  (Pause.) 

H.  Reiss  (to  Mr.  Kramer) :    What's  your  thinking  on  it?  (Pause.) 

C.  Kramer:  Well,  I  think  ...  I  don't  see  how  this  job  can 
fall  under  the  responsibility  of  the  manufacturing  department,  because 
it's  basically  not  a  manufacturing  problem  at  all.  I  don't  see  how  this 
job  is  really  an  administrative  problem,  although  a  lot  of  the  time  this 
job  will  be  administrative  work.  And  I  think  that  it  can  be  .  .  .  that 
whoever  else  (laughs)  is  left  to  get  it  can  probably  make  a  deal  with 
the  administrative  department  for  them  to  take  over  a  lot  of  the  ad- 
ministrative work  involved,  either  through  a  man  or  through  the  exist- 
ing facilities.  Because  the  guy  that's  gonna  get  it  in  the  neck  is  the 
sales  guy  anyway.  He's  going  to  be  the  one  that  comes  in  screaming 
that  merchandise  is  not  in  Denver,  Colorado  ...  or  someplace.  Fur- 
ther, he's  going  to  be  the  only  one  in  the  company  that's  going  to 
know  really  what  merchandise  should  be  where  at  what  time.  Now  I 
don't  think,  to  accomplish  this,  he  has  got  to  look  over  the  shoulder 
of  the  traffic  man  and  say,  "Let's  ship  80  cases  to  such  and  such  a  loca- 
tion and  150  to  another  location." 

H.  Reiss:  The  reason  I'm  so  reluctant  to  take  this  over  is  I'm 
watching  what's  happening  to  Larry.6 

C.  Kramer:    Yeah,  what  is  happening? 

H.  Reiss:  Every  time  Larry  says  black,  Milt  says  white.  Every 
time  Larry  says  white,  Ben'll  say  black — because  of  the  other  ramifica- 
tions in  the  job.  I  get  dragged  into  the  damn  thing  no  ...  . 

B.  Nagle  (simultaneously) :    No,  I  never  said  that. 


6  Mr.  Larry  Rosen,  field  sales  manager. 
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H.  Reiss:    .  .  .  matter  what  the  hell  happens. 

M.  Lombard:  Now  look.  I  think  Hal  is  clouding  the  issue.  May 
I  use  some  specifics  that  I  think  cause  us  more  trouble  than  any- 
thing else  and  have  nothing  to  do  with  whether  the  president  or  any- 
one else  down  to  the  porter  handles  the  department?  [Gives  exam- 
ple.] 

H.  Reiss:  Milt! 

M.  Lombard:    Wait  a  minute.  We  have  been  using  the  shipping" 
department  as  a  whipping  boy  to  cover  up  the  lack  of  planning  on  1 
our  own  part.  Now,  whether  we  have  the  merchandise  or  not,  we  can 
still  plan  where  we're  going  to  move  what  we  have,  and  how  we'rey 
going  to  move  it.  ' 

H.  Reiss:    Milt,  you're  way  off  base. 

M.  Lombard:    Just  a  minute.  Let  me  finish. 

H.  Reiss:    But  you're  way  off  base. 

M.  Lombard:  No,  I'm  not  off  base.  Because  you're  not  looking 
at  the  actual  problems. 

G  Kramer:  I  suspect  one  other  thing  here.  We're  still  operating 
with  the  emotional  impact  of  the  past,  with  regard  to  this  problem, 
anyway.  And  six  months  ago  we  did  not  have  accurate  figures.  I  be- 
lieve today  we  have. 

M.  Lombard:  That's  not  what  I  said.  Orders  are  sent  down  to 
the  shipping  department  to  dispatch  more  merchandise  than  is  in 
stock  .... 

C.  Kramer:  Just  a  minute.  I  believe  that  today  we  have  accurate 
figures,  accurate  daily  figures  on  the  location  of  merchandise.  And  I 
think  that  changes  the  problem  quite  considerably. 

M.  Lombard:  I  must  disagree  with  that  because  when  [the 
previous  traffic  manager,  who  was  fired]  ran  the  warehouse,  he  knew 
what  was  at  the  warehouse.  His  problem  was  that  there  were  orders 
to  ship  1,000  cases,  and  they  were  screaming  that  they  should  go  out 
today,  and  there  were  only  500  cases  to  cover  the  orders  for  1,000. 

C  Kramer:    Where  did  those  orders  come  from? 

M.  Lombard:  From  the  administrative  department.  And  at  the 
same  moment  he  says,  "Besides  that  thousand  (knowing  there's  only 
500  cases) ,  you  have  to  ship  500  to  a  warehouse,  and  you  find  a  way 
of  doing  it." 

C.  Kramer:  Well,  how  do  those  orders  get  down  to  shipping 
without  the  traffic  man  knowing  about  it,  or  recording  them? 

M.  Lombard:  Because  at  that  point  (I  may  be  using  the  wrong 
term — administration,  sales,  bookkeeping,  billing  department)  there 
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was  no  instruction  on  what  to  do  in  the  face  of  these  facts.  And  to 
point  up  an  example,  we  were  short  of  item  10S  all  this  past  month. 
There's  an  order  to  ship  108's  still  lying  in  the  shipping  department, 
"ship  October  2"."  It's  45  days  overdue,  but  it's  still  there.  I  said 
to  John,'  "Why  is  it  lying  here?"  He  said,  "Just  yesterday  I  shipped 
'em  the  ones  dated  October  20."  That's  not  his  decision. 
C.  Kramer:    You're  right;  it's  not. 

M.  Lombard:  I've  been  fighting  this  for  years.  But  nobody  vs-ants 
to  handle  it.  because  they  say  you  got  Johnnie  down  there  fin  ship- 
ping]; he's  a  nice  boy — you  can  kick  him  around.  Give  it  to  him,  so 
we  can  use  him  as  a  whipping  boy  if  he  makes  a  mistake. 

C.  Kramer:  You're  absolutely  right.  It  is  not  his  decision,  and 
it  should  be  ...  . 

M.  Lombard:  And  he  [Ben  Xagle]  comes  along  and  says  the 
same  thing.  He  wants  it  all  knit  together,  so  we  lose  control  and 
can  go  ahead  and  coyer  all  our  mistakes  all  the  way  up  and  down  the 
line.  I  say  it  should  be  segregated,  and  each  department  has  to  stand 
on  its  own  feet. 

C.  Kramer:    Milt,  let  me  ask  you  this.  Why  would  instructions 
for  future  shipments  go  down  to  the  shipping  department? 
H.  Reiss:    They  don't.  John  is  probably  holding  orders. 
M.  Lombard:    Don't  give  me  that! 
H.  Reiss:    Milt,  now  wait  a  minute. 

M.  Lombard:  He  had  up  to  November  13  shipping,  with  un- 
shipped orders  that  are  45  days  old  .... 

H.  Reiss:  Will  you  cut  it  out!  The  way  the  thing  is  set  up,  Ben 
is  supposed  to  ...  . 

M.  Lombard:    I  don't  care  how  rhe  hell  it's  supposed  to  be  ...  . 

H.  Reiss:    Now  wait  a  minute.  Milt 

M.  Lombard:    These  are  facts. 

H.  Reiss:    This  is  the  way  it's  supposed  to  be  set  up.  and  I  assume 
it's  being  followed  through. 
M.  Lombard:    You're  wrong. 

H.  Reiss:  On  November  first  all  the  orders  go  downstairs,  includ- 
ing those  for  shipment  through  November  10.  Is  that  correct?  On 
November  10  all  orders  go  downstairs  for  up  to  and  including  ship- 
ments to  November  20,  and  on  November  15  orders  through  the  end 
of  the  month  will  go  downstairs. 

C.  Kramer:  Why? 

H.  Reiss:    Because  that's  the  way  we  have  to  set  it  up  to  satisfy 

•  John  Golden,  shipping  vice  president. 
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the  administrative  department.  We  have  to  give  them  some  lead  time, 
so  jhev  can  plan,  and  pull  stuff  out  of  the  files  .... 
C.  Kramer:    Why  do  you  work  it  that  way,  Ben? 
B.  Nagle:    I'm  absolutely  confused.  As  usual,  I  get  confused  at 
/these  discussions  because  all  of  a  sudden  we're  talking  about  some- 
(  thingbroad  and  then  we  brin?  up  Toe  Schmo  with  his  orders!"" 
7    M.  Lombard:    This  is  what  makes  the  confusion  at  the  top,  be- 
cause we're  not  looking  at  the  individual  things  that  add  up  to  it. 

H.  Reiss:  Well,  now  look;  now  wait  a  minute.  Here  is  the  way 
we've  set  it  up  and  what  we're  trying  to  do  now.  We  have  two  prob- 
lems in  the  sales  department.  One  of  the  big  problems  is  turning  the 
damn  goods  overjast  enough.  We  can't  have  spoilage.  It's  one  of  the 
biggest  problems  I've  got.  So  I  can't  jam  merchandise  into  ware- 
houses when  you'd  like  me  to  because  then  I  know  the  merchandise  is 
going  to  sit  there  for  four  months  and  it  isn't  going  to  be  turning  over 
fastlfno~ugrTj 

M.  Lombard:    May  I  ask  you  a  question  at  this  point?  When  you 
say  it'll  sit  there  for  four  months  .... 
H.  Reiss:  Yeah. 

M.  Lombard:  If  we  have  only  three  weeks'  inventory  or  four 
weeks'  inventory  on  hand,  why  can't  you  judge  where  the  four 
weeks'  worth  should  be  so  you  can  ship  less  frequently  and  save  the 
freight?  Instead  of  a  half  a  load,  ship  a  whole  load.  This  is  the  very 
problem  that  we  are  trying  to  solve. 

H.  Reiss:  Milt,  you're  really  so  aggravating — because  you  just 
get  through  opening  your  mouth  and  then  you  do  it  all  over  again. 
( Pause. ) 

M.  Lombard:  Well,  I  don't  mind  if  you  insult  me,  if  I  get  re- 
sults. 

H.  Reiss:    Well,  you  just  started  off  a  couple  of  minutes  ago  by 
saying  we  wanted  to  ship  a  quarter  of  a  truckload  to  Detroit  .... 
M.Lombard:  Right. 

H.  Reiss:  And,  damn  it,  that  wasn't  enough  weight  to  fill  a  truck- 
load,  so  ram  it  down  their  throats;  send  another  30,000  pounds. 

#    #    #    #  # 

[Vigorous  discussion.} 
B.  Nagle:     I'll  be  damned;  you  can't  win. 

M.  Lombard:  Wait  a  minute,  Hal.  You're  saying  you  would  be 
putting  four  months'  stock  in  that  warehouse  when  your  total  stock 
[in  all  the  warehouses]  is  only  four  weeks. 
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B.  Nagle:  That's  not  your  concern,  Milt.  It  shouldn't  be  your 
concern! 

M.  Lombard:    Of  course  it's  my  concern. 

H.  Reiss:  You're  short  on  108,  Milt.  Wait  a  minute,  Milt.  You're 
short  on  108.  So  I  hold  off  on  108  and  I  keep  putting  other  stuff  in. 
Suddenly  you  produce  500  cases  of  108.  [During  the  season  the  fac- 
tory produced  about  5,000  cases  per  day.]  O.  K.,  that's  5,000  pounds, 
and  we  say  send  500  [cases  of]  108's  to  Detroit.  And  you  say,  "What 
do  you  want  to  send  five  hundred  108's  to  Detroit  for?  Why,  that's 
only  5,000  pounds!" 

M.  Lombard:  What  do  you  mean  suddenly  we  have  five  hundred 
108's?  You're  forgetting  that  you  sold  these  items  and  it  was  not  ac- 
cording to  pattern.  Now  if  you're  going  to  plan  for  anything,  you've 
got  to  follow  a  pattern.  This  is  the  whole  thing.  Adjust  your  pattern; 
make  it  elastic  so  you  can  move.  But  don't  expect  your  shipping  man- 
ager, who  is  a  good  foreman,  to  be  managing  this  distribution  job. 

H.  Reiss:  All  right,  look,  Milt.  Milt,  let  me  just  explain  this  to 
you. 

C.  Kramer:  Just  a  minute.  Let  me  clarify  one  point.  Just  one 
single  point  right  now,  and  that  is  this:  So  far  as  the  shipping  depart- 
ment at  Chicago  or  Philly  is  concerned,  I  would  expect  them  im- 
mediately to  have  no  responsibility  whatsoever  in  regard  to  any  order. 
In  other  words,  they  must  get  complete  instructions  from  somebody, 
which  includes  what  they  are  to  ship  today.  You  can  also  tell  them, 
if  you  want  to,  what  they  are  to  ship  tomorrow  or  next  month  or  next 
year.  But  they  must  get  specific  orders  on  what  is  to  be  shipped,  and 
when,  and  how! 

B.  Nagle:  The  only  reason  I  really  was  given  this  chore  was 
that  I  made  a  categorical  statement  that  the  freight  costs  would  come 
down  regardless.  As  of  the  moment,  as  I  understand  it,  it's  my  re- 
sponsibility basically  to  worry  about  these  storage  and  in-and-out 
charges,  because  I'm  responsible  to  bring  that  percentage  down.  As 
of  the  moment,  it  will  be  down,  I'm  sure  of  it.  And  I  can  coast  along 
on  it  for  the  rest  of  the  year,  and  I'm  certain  costs  will  be  down.  But 
it's  at  the  point  now  where  I  can't  do  any  more  to  make  it  go  down 
further.  I've  done  what  I've  done  through  just  pure  clean  administra- 
tion. At  this  point  now  it's  technical.  I'd  just  as  soon  drop  it.  Or  if 
I'm  held  responsible  I  can  only  say  to  you  I  can't  bring  it  down  any 
further.  If  that's  the  way  management  wants  to  accept  it,  fine. 
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C.  Kramer:  Well,  it  seems  to  me  that  the  general  trend  of  the 
conversation  is  that  it  will  not  be  your  responsibility. 

B.  Nagle:-  Right. 

C.  Kramer:  ^Now  do  I  detect  a  little  note  that  you  would  like  it 
to  be  your  responsibility? 

B.  Nagle:  -  Hell,  no. 

C.  Kramer:    Well,  what  are  you  .  .  .  ? 

B.  Nagle:  I  just  want  you  to  understand  this.  Because  then  who 
takes  it  over  takes  the  whole  caboodle,  which  is  paying  the  freight 
bills  .... 

C.  Kramer:  No,  I  don't  agree  with  that,  necessarily.  That's  the 
purely  clerical  end. 

B.  Nagle:  Hold  it.  I'm  not  talking  about  making  the  checks 
out,  Clark.  As  long  as  some  gentleman  around  here  puts  his  John 
Hancock  on  that  freight  bill. 

M.  Lombard:    Or  delegates  it  to  somebody. 

B.  Nagle:  Or  even  delegates  it  to  somebody,  but  he's  responsible 
for  that  John  Hancock. 

#    #    #    #  # 

C.  Kramer:  Hal,  I  still  feel  you're  confusing  the  situation  today 
with  what  the  situation  was  six  months  ago. 

H.  Reiss:    I  may  be,  Clark;  I  may  be. 

C.  Kramer:  Before  the  Freddy  report  got  resolved,  nobody  could 
agree  on  anything.  Ben  got  it  resolved  over  a  week  end  or  something; 
I'll  still  never  know  how  he  did  it  in  that  short  period.  But  I've  never 
heard  any  discussion  about  the  Freddy  report.  It's  never  been  discussed 
once.  And  it  used  to  occupy  so  much  of  our  time  before.  Now  this 
isn't  just  a  miracle;  this  is  a  fact.  When  a  thing  is  resolved,  it's  re- 
solved. All  these  little  reasons  for  argument  disappear  and  nobody 
has  to  browbeat  anybody. 

H.  Reiss:    You're  dead  wrong,  Clark. 

^         ^  ^ 

B.  Nagle:  I  want  to  use  an  analogous  situation  to  this.  Freddy 
worked  because,  after  enough  observation  and  getting  enough  back- 
ground, I  took  into  account  all  vestigial  things,  eliminated  a  lot  of  junk, 
and  put  it  under  some  sort  of  centralized,  co-ordinated  system  of  pro- 
cedures. 
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#     #     #     #  # 

Likewise,  what  we're  talking  about  is  another  similar  situation.  If 
you'd  take  all  the  odds  and  ends  of  junk  and  everybody  would  stop 
trying  to  beat  their  own  personal  desires  in  here,  it  would  work. 

H.  PvEiss:    Everybody  but  you. 

B.  Nagle:  I  have  none!  All  I'm  trying  to  say  is,  give  somebody 
the  responsibility.  Take  and  put  it  all  under  you,  put  it  all  under  Milt, 
put  it  all  under  me,  but  .... 

C.  Kramer:    We're  all  trying  to  find  one  guy. 

B.  Nagle:  And  I've  seen  enough  companies  to  know  that  it  can 
go  under  any  one  of  the  department  heads,  in  fact,  all  of  them.  There's 
no  special  way  to  run  it.  Sometimes  under  marketing,  sometimes  un- 
der manufacturing,  sometimes  under  administration,  but  whoever  gets 
it,  let  him  get  the  whole  package.  Let  him  have  the  complete  au- 
thority and  make  him  responsible  for  the  bottom  line  in  the  traffic  sec- 
tion, the  percentage  on  the  profit  and  loss  statement. 

H.  Reiss:    Well,  this  I  almost  take  as  a  threat. 

B.  Nagle:    What  threat? 

H.  Reiss:  Well,  the  way  you  phrase  it.  It  comes  across  to  me 
almost  as  a  threat  that  unless  somebody  is  willing  to  take  on  all  this 
responsibility  he  better  not  try.  One  of  us,  as  you  say,  has  got  to  take 
it  on. 

B.  Nagle:    The  reason  .... 

H.  Reiss:  I  don't  want  it,  Milt  doesn't  want  it,  and  if  you  want 
it  ...  . 

B.  Nagle:    I  don't  want  it! 

H.  Reiss:    .  .  .  personally,  it's  all  right  with  me. 

B.  Nagle:  I  don't  want  it.  The  thing  that  was  basically  wrong 
with  traffic,  or  whatever  you  call  it  before,  was  that  a  sum  of  money 
was  going  out  each  month  which  added  up  to  a  lot  of  money,  but  no- 
body ever  really  looked  at  it. 

M.  Lombard:    Just  a  minute. 

B.  Nagle:    Nobody  was  charged  with  those  costs. 

H.  Reiss:  No,  no,  no.  I  was  charged  with  the  responsibility.  I  feel 
I  made  such  a  mess  of  the  job  last  time  that  I  really  don't  feel  I 
should  have  the  responsibility  for  it  this  time.  (Ben  laughs.) 

M.  Lombard:    Here,  here. 

B.  Nagle:    Very  honest. 

H.  Reiss:  Therefore,  even  though  it  really  belongs  in  the  mar- 
keting department,  I  honestly  feel  that  I'm  not  that  capable  an  ad- 
ministrator when  it  comes  .... 


MIDWAY  FOODS  CORPORATION  (D-l)  223 


B.  Nagle:  Can  I  put  my  two  cents  in?  I  had  it  for  a  period  of 
time  and  I  believe  I  was  somewhat  successful,  but  I'm  afraid  of  not 
being  successful  in  the  future,  so  I  want  to  drop  it.  (Pause.)  And 
Milt  hasn't  had  a  crack  at  it.  (Laughs.) 

M.  Lombard:  I  will  state  again  very  simply  that  [I  think]  we 
[should]  divide  this  problem  since  it  isn't  a  single  problem. 

"***""    ^f,  JA,  *SA.  .AA.  _ — — WiBB*^"^*"" 

— — — •—  ■— —  "A"-  *■??•  *7r  *7f-  -7f 

B.  Nagle:  Look,  fellas.  Right  now  you  have  a  situation  which  is 
very  bad;  a  lot  of  our  money  is  involved.  And  if  you  want  to  leave 
it  this  way,  fine.  But  you're  not  going  to  have  any  progress,  any  sav- 
ing, 

M.  Lombard:  That  has  nothing  to  do  with  how  to  do  it.  The  fact 
that  the  job  has  to  be  done  is  all  you're  saying.  We  agree.  We  are 
looking  for  how. 

H.  Reiss:  All  right.  I  think  this:  Ben  and  I  will  (pause)  sit  down 
and  work  out  where  the  traffic  manager  goes.  I  believe  he  should  go 
under  the  marketin£^epartment._gt2e_rationally,  but  I  believe  that  his 
administrative  function  will  have  to  be  supervised  by  Ben.  By  that  I 
mean  his  responsibility,  his  financial  responsibility,  as  far  as  the  com- 
pany goes.  This  includes  the  processes  by  which  he  is  to  check  freight 
bills.  I  know  nothing  of  most  of  these  processes,  but  I  believe  that 
probably  I  could  be  the  greatest  help  to  him  in  determining  how  to 
ship  merchandise  and  in  laying  out  a  broad  policy  of  where  mer- 
chandise goes  and  how  often  it  should  be  shipped  and  in  what  quanti- 
ties it  should  be  shipped. 

B.  Nagle:    I  think  you're  very  wrong,  Hal.  (Sighs.) 

M.  Lombard:  And  I'll  help  you  with  the  broad  policy  of  how  it 
could  be  available. 

H.  Reiss  (to  Ben):    You  don't  think  so? 

B.  Nagle:    No,  sir.  We're  ducking  the  issue. 

H.  Reiss:    Well,  then,  "Solomon,"  I  think  you  should  .... 

B.  Nagle:    /  don't  know  how  to  do  it! 

H.  Reiss:    No,  I'm  talking  to  Clark. 

B.  Nagle:  It's  a  normal  thing  to  ask  for  clarification  of  responsi- 
bility and  authority.  I  mean  if  I  got  it,  I  want  it.  If  I  haven't  got 
it,  I  don't  want  it. 

C.  Kramer:  All  right,  fair  enough.  (To  Mr.  Reiss:)  Do  you 
think  that  you  could  control  your  merchandise,  or  rather  convey  to 
this  man  where  you  want  your  merchandise  controlled  if  he  reported 
to  Ben? 

H.  Reiss:  Yes. 
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C.  Kramer:    Directly  and  totally? 
H.  Reiss:  Yes. 

C.  Kramer:    Do  you  think  you  could  maintain  an  equilibrium 
in  your  stocks  if  this  man  reported  to  Ben? 
H.  Reiss:  Yes. 

C.  Kramer:  Well,  then,  I  say,  under  those  conditions,  I  would 
agree  that  we  could  have  the  man  report  to  Ben. 

B.  Nagle:  I'll  accept  it  on  that  basis.  If  I  have  authority  com- 
pletely— that  when  an  order  goes  to  the  shipping  department  they 
accept  it  and  don't  ask  questions. 

M.  Lombard:    Right.  You're  absolutely  right.  You  shouldn't  ac- 
cept it  on  any  other  basis. 
H.  Reiss:    Very  good. 

CONVERSATION  WITH   MR.  KRAMER 

Several  days  later  the  researcher  and  Mr.  Kramer  were  discussing 
corporate  organization,  and  the  following  conversation  took  place: 

Researcher:  Is  it  your  philosophy  to  build  your  organization 
around  personal  strengths  rather  than  commonly  denned  functional 
areas?  ^-  

C.  Kramer:  Exactly. 

Researcher:  Was  something  like  this  behind  your  decision  to 
let  Ben  have  traffic?  Was  this  based  on  the  idea  that  Hal  wasn't  in- 
terested in  it  and  could  spend  his  time  better  on  something  else?  I  re- 
call that,  in  the  meeting  I  recorded,  you  suggested  that  it  really  was 
a  marketing  function — that  Hal  would  get  it  in  the  neck  if  something 
went  wrong. 

C.  Kramer:  No,  that  wasn't  it.  I  wanted  Ben  to  end  up  with  it, 
but  I  didn't  want  to  put  it  there  because  of  the  feelings  involved.  I 
didn't  want  anyone  to  be  sore,  and  Ben  wouldn't  have  felt  right  being 
assigned  it,  nor  would  Hal  have  felt  right  about  having  it  taken  away. 

I  wanted  the  administrative  department  to  have  it  because  basically 
traffic  is  a  clerical  job,  not  an  executive  job,  and  belongs  under  Ben's 
supervision.  I  think  that  savings  can  be  made  by  systematizing  the 
work.  And  I  don't_  wantjo  hire  a  big-salary  traffic  man  just  to  do  this. 
Even  though  it  involves5%~6f  our  gross,  the  opportunity  for  real  man- 
agement judgment  isn't  very  significant.  So  I  think  Ben  can  handle 
this  in  his  department,  at  least  for  an  interim  period,  with  reasonable 
efficiency  and  minimum  expense. 

The  marketing  department  has  the  responsibility  for  getting  the 
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merchandise  out  on  time  and  in  condition,  but  not  the  responsibility 
for  the  cost  of  shipping  it.  And  marketing  has  the  job  of  deciding  who 
gets  what  in  time  of  shortage.  The  problems  that  come  along  are 
basically  those  of  putting  out  fires — deciding  how  to  handle  shortages 
— and  sales  has  to  make  these  decisions  anyway.  So  even  a  $25,000 
man  in  traffic  is  not  going  to  be  able  to  make  the  important  deci- 
sions. When  there  is  a  shortage  in  St.  Louis,  Hal  is  going  to  decide 
whether  we  ship  in  from  Omaha  or  Chicago,  or  just  let  it  ride.  Under  / 
these  circumstances  I  can't  see  traffic  becoming  a  major  department. A 
at  present.  r 
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At  the  general  management  meeting  of  February  14,  1959,  the  dis- 
cussion turned  to  item  No.  2  of  the  agenda,  'iide^and^saJar^L  review.' ' 
The  first  person  to  be  considered  was  Sam  Painter,  a  member  of  the 
administrative  department. 

Midway  management  stated  that  Sam  had  been  a  controversial  em- 
ployee; some  of  his  attitudes  had  been  resented  by  fellow  employees 
and  by  the  executive  group.  Sam  was  26  years  old  and  had  a  high 
school  diploma.  Prior  to  employment  at  Midway  he  had  been  a  dental 
technician.  After  six  months  with  Midway,  Sam  had  gone  into  the 
Army.  Upon  his  release  in  1956  he  rejoined  Midway  at  a  salary  of  $60 
a  week.  Changes  in  his  salary  since  1956  are  shown  in  Exhibit  1. 

C.  Kramer:1    Now  let's  go  on  to  item  No.  2. 

B.  Nagle:2  Well,  this  subject  has  been  on  a  few  agendas,  but  I 
think  it  now  becomes  more  pointed.  When  Joe  Rivers3  left,  Hal4 
made  a  suggestion  that  Joe  not  be  replaced,  that  the  job  be  abandoned, 
and  that  the  various  people  who  had  reported  to  Joe  report  to  me. 
Some  months  ago,  we  decided  not  to  have  a  controller  for  the  time 
being.  We  also  agreed  that  this  group  would  review  any  promotions 
of  people  who  report  directly  to  a  vice  president.  [With  the  departure 
of  Joe  Rivers,  Sam  Painter  reported  directly  to  Mr.  Nagle.]  We  agreed 
we  should  all  review  these  people  because  their  position  must,  of  neces- 
sity, become  bigger  and  broader.  And  I  would  like  to  have  a  sense 
of  direction  on  the  staff  we  now  have.  Now  I've  taken  one  of  these 
jobs  which  seems  to  be  a  debatable  one — that's  Sam  Painter's — and  let 
me  read  to  you  a  job  description  which  I  prepared  for  background. 
"Sam  Painter  reports  to  the  administrative  vice  president  and  at  present 
he  supervises  one  accounts  receivable  clerk,  one  credit  clerk,  thcee 
customer  service  clerks,  and  one  warehouse  inventory  clerk.  His  basic 

1  Mr.  Clark  Kramer,  president  of  Midway  Foods. 

2  Mr.  Ben  Nagle,  administrative  vice  president. 

3  Mr.  Joe  Rivers  had  been  employed  in  the  administrative  department  as  Mr.  Nagle's 
assistant.  He  had  been  encouraged  to  resign  three  months  previously. 

4  Mr.  Hal  Reiss,  marketing  vice  president. 

226 


MIDWAY  FOODS  CORPORATION  (D-2)  227 


functions  are:  responsibility  for  the  proper  administration  of  accounts 
receivable,  cash  receipts,  credit  limits,  customer  order  processing,  cus- 
tomer daims,  freight  Haims  on  customer-into-warehouse  shipments, 
warehouse  inventory  control,  and  intrawarehouse  shipments."  Bas- 
ically, he  delegates  responsibility  and  commensurate  authority  within 
a  section  for  the  effective  execution  of  the  foregoing  functions.  He 


Exhibit  1 
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Salary  and  Bonuses  for  Sam  Painter 


Year 

Month 

Weekly  Pay 

Bonuses 

1956  

July 

$  60 

December 

$  30 

1957.  

February- 

65 

August  3  ^iS* 

70 

December 

200 

1958  

January  j 

75 

March 

80 

April 

90 

August 

100 

100* 

December 

325 

1959  

February 

120 

*  Three  members  of  the  administrative  department  received  $100  bonuses  in  connection 
with  installation  of  the  Freddy  report. 
Source:  Company  records. 


is  supposed  to  train  and  develop  personnel  under  his  jurisdiction  for 
the  assumption  of  more  responsible  duties.  "His  specific  duties  are  as 
follows : 

1.  Credit  and  collection.  Determines  credit  limits  for  new  ac- 
counts, assumes  responsibility  for  prompt  collection  of  accounts 
receivable,  and  prepares  monthly  aging  reports  of  overdue  ac- 
counts receivable. 

2.  Customer  order  processing.  He  is  responsible  for  seeing  that 
the  customers'  orders  and  inquiries  are  promptly  and  efficiently 
processed  .  .  .  ." 

H.  Reiss:    Is  this  ...  do  we  have  to  go  through  this,  Ben,  with 
each  one  of  these  guys? 
B.  Nagle:    Yes,  yes! 

H.  Reiss:    I  don't  think  this  is  the  function  of  this  meeting. 

B.  Nagle:    Well,  people  ought  to  know  what  he  does. 

H.  Reiss:    Fine.  Whatever  you  want  him  to  do,  let  him  go  ahead 


228         PROBLEMS  OF  GENERAL  MANAGEMENT 

and  do  it,  but  I  don'r  think  we  ought  to  be  burdened  with  job  de- 
scriptions in  a  meeting. 

B.  Xagle:  I  was  asked  to  prepare  job  descriptions.  I'm  dome 
what  I  was  asked  to  do. 

H.  Reiss  (to  Mr.  Kramer  :  Do  you  feel  that  this  is  the  proper 
function  of  a  meeting? 

C.  Kramer:    Did  I  ask  vou  to  prepare  them? 

B.  Xagle:    Yes.  sir. 

C.  Kramer:     Die  I  ask  you  to  read  them  at  the  meeting? 

B,  Xagle:    You  said  to  bring  them  in. 

C.  Kramer:  Yes.  but  I  don't  recall  that  I  wanted  them  read. 
Ben.  I  don't  know  about  the  other  fellows,  but  I  can't  digest  it.  I 
think  it's  not  important,  really. 

B.  Xagle:  I  don't  think  you  can  discuss  the  scope  of  a  man  with- 
out knowing  what  he  does. 

H.  Reiss:    What  do  you  want  to  do  with  these  people.  Ben? 

B.  Xagle  :  I  want  to  know  what  management  wants  me  to  do  with 
them. 

H.  Reiss:    Well,  you're  management.  What  do  vou  want  to  do; 

B.  Xagle:  Well,  to  be  specific,  in  my  opinion  Sam  Painter  has 
been  a  controversial  personality  for  some  time.  The  job  he  now  per- 
forms is  a  responsible  job.  He  has  neither  title  nor  proper  salary  for 
the  job.  The  job  calls  for  a  title. 

H.  Reiss:    Of  what? 

B.  Nagle:    Of  something. 

H.  Reiss:  What? 

B.  Xagle:  As  a  "customer  service  supervisor/''  for  instance,  and 
"credit  manager. " 

H.  Reiss:    Why  should  the  title  be  such  a  long  one? 

B.  Xagle:     Well,  he  had  to  start  in  as  credit  manager. 

H.  Reiss:    Customer  service  supervisor  would  certainly  cover  credit. 

C.  Kramer:  Well,  that's  easy.  Ben.  If  you  want  him  to  sign  as 
credit  manager,  he  can  sign  as  credit  manager,  but  his  title  doesn't 
have  to  be  a  hyphenated  eight-word  spread. 

H.  Reiss:  I  understand  customer  service  as  covering  all  those 
areas. 

C.  Kramer:    How  does  he  sign  letters  now? 

B.  Xagle:    Well,  customer  service,  except  .... 

C.  Kramer:     Then  it  would  be  very  simple  to  have  him  sign 
letters  "Sam  Painter,  Customer  Service  Manager,"  wouldn't  it? 

B.  Xagle:    Except  that  with  the  salary  he's  getting 
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C.  Kramer:     But  mechanically  it  would  be  very  simple  . 

B.  Nagle:  Well,  letters  of  collection  would  be  more  normal  if 
they  had  credit  manager. 

H.  Reiss:  I  kind  of  like  the  term  customer  service  manager,  Ben, 
instead  of  credit  manager.  When  you  really  think  of  it,  credit  is  one 
of  the  customer  services.  It's  much  more  inclusive,  and  I  don't  think 
it  hits  the  customer  quite  so  hard. 

C.  Kramer:    Not  so  much  stigma  to  it. 
H.  Reiss:    That's  right. 

M.  Lombard:5    How  old  is  this  Sam? 

H.  Reiss:  I'd  say  about  26.  Do  you  want  to  go  into  this,  "When 
I  was  26  .  .  .  ." 

M.  Lombard:  No,  I'm  more  concerned  with  the  title  in  relation 
to  what  you  think  of  his  maturity.  He  may  be  doing  the  job.  I  have 
a  fellow  running  Cicero  now  who  is  the  acting  plant  manager. 

B.  Nagle:  I  think — do  you  want  my  opinion?  I  think  on  an 
objective  basis  he  does  a  very  competent  job,  gets  his  work  done,  and 
is  capable  of  growth.  The  only  objection  to  him  is  what  I  would  call 
on  a  subjective  basis.  His  social  attitudes  might  not  be  what  we'd 
like;  he  might  not  be  a  type  of  personality  we'd  like  to  live  with  in- 
timately. But  a  fact  is  a  fact:  he  does  a  good  job.  and  the  question 
is  do  we  want  to  live  only  with  people  we  love  or  sometimes  must 
there  be  someone  in  the  pile  that  we  don't  love? 

H.  PvEISS:  To  add  to  what  Ben  says,  I  have  found  that  among  our 
outside  people  he  is  considered  to  be  extremely  valuable;  he  answers 
almost  all  their  needs,  does  it  promptly,  and  does  it  efficiently.  And 
a  lot  of  the  correspondence  that  used  to  come  into  the  sales  depart- 
ment, well,  about  90  of  it,  is  now  directed  to  Painter,  which  would 
certainly  indicate  the  kind  of  confidence  customers  have  in  him. 

C.  Kramer:    What  is  he  getting  paid? 

B.  Nagle  :  One  other  thing  here.  In  the  past  two  weeks  I've  had 
an  opportunity  to  get  down  to  the  grass  roots.  I  think  he's  done  a 
very  commendable  job  in  the  last  six  months  in  the  area  of  human 
relations.  The  people  who  are  subordinate  to  him,  I  think,  are  begin- 
ning to  like  him.  He  gets  along  with  them.  Six  months  ago  the  chronic 
complaint  was  that  he  was  supercilious,  was  a  wise  little  acre;  but 
the  people  like  him  now,  I've  found. 

C.  Kramer:  You  mean  in  two  weeks  you've  suddenly  changed 
from  one  opinion  to  another? 


°  Mr.  Milt  Lombard,  manufacturing  vice  president. 
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B.  Nagle:  Me?  No.  I  say  I've  had  a  chance  to  dig  down  and  find 
out  about  this.  People  at  his  own  level  and  at  other  department  levels 
are  not  so  antagonistic  towards  him  as  they  were  six  months  ago. 

H.  Reiss:  More  important,  I  think  almost  everyone  in  the  place 
that  works  with  him  respects  his  ability.  I  have  a  great  deal  of  respect 
for  his  ability.  One  of  the  reasons  people  who  work  with  him  may 
dislike  him  is  that  he's  a.  perfectionist.  He  demands  good  work  from 
people.  He  has  a  great  many  personality  problems;  the  prime  one  is 
his  basic  insecurity.  I  don't  think  we  want  to  get  into  this  at  this  par- 
ticular juncture.  The  problem  up  for  discussion  is,  does  Sam  Painter 
deserve  the  title  of  customer  service  manager  and  the  salary  increase 
that  goes  with  it?  Is  it  that  much  of  a  promotion? 

C.  Kramer:  Milt,  what's  your  opinion?  Are  you  close  enough  to 
it  to  have  any  feeling? 

M.  Lombard:  I  don't  have  much  to  do  with  Sam.  That's  why 
I  asked  the  question  about  his  age  and  what  you  fellows  think  about 
his  maturity.  Is  he  jnature^enaugh  to  carry  that  title,  whatever  that 
title  means?  Will  a  promotion  help  him  now,  or  will  it  hinder  him? 
These  are  things  you  fellows  can  better  .... 

B.  Nagle:  Well,  that's  what  we're  here  for.  He's  wearing  the 
robe.  Shall  we  give  him  the  mantle  now?  This  is  the  problem  we're 
going  to  be  faced  with  right  along  with  the  development  of  a  corpora- 
tion with  comparatively  young  executives.  You're  not  going  to  hire 
40-year-old  guys  for  those  kinds  of  jobs,  or  3  5 -year-old  guys.  This  is 
going  to  be  our  pattern  in  the  future.  They're  going  to  be  around  25 
and  27.  Because  of  our  age,  we're  not  going  to  hire  mature  people. 

H.  Reiss:  Well,  Sam's  problem  is  a  personality  problem.  He  walks 
around  as  if  he's  the  cock  of  the  walk,  and  in  the  terminology  of  the 
street  I  think  he  could  be  classified  as  a  wise  guy,  a  punk. 

B.  Nagle:  Right. 

M.  Lombard:    This  is  the  point. 

H.  Reiss:    Wait  a  minute,  Milt. 

M.  Lombard:  I  don't  want  to  call  him  that  because  I  don't 
have  much  to  do  with  him. 

H.  Reiss:    You  call  a  spade  a  spade. 
M.  Lombard:    All  right. 

H.  Reiss:  He  tends  to  be  arrogant,  but  when  you  pin  it  down  it's 
his  attitude  rather  than  fact.  Now  I  believe  that  you  can  change  atti- 
tudes. I  believe  that  people  change  with  responsibility;  they  grow  as 
they  get  additional  responsibility.  I  believe  that  the  guy  should  be  re- 
warded for  the  work  that  he  does.  And  if  he  can't  overcome  this,  it 
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isn't  going  to  hurt  him  any  more  as  customer  service  manager  at  a 
hundred  and  a  quarter  a  week  than  it  did  as  customer  service  depart- 
ment at  a  hundred  a  week.  But  if  he  can't  overcome  this,  he's  got  to 
understand  that  this  is  as  far  as  he  goes. 

C.  Kramer:    I  think  that's  not  too  significant  from  my  point  of 
view.  What  I'm  interested  in  doesn't  concern  his  present  title  or  the 
title  he  will  get  at  this  meeting  or  the  salary  he  will  be  raised  to. 
I'm  much  more  concerned  with  what  type  of  man  he  is.  I  agree  that 
as  far  as  I  know  Sam  is  a  real  "hot  shot."  We  just  stumbled  onto 
a  really  good  man.  He's  a  real  worker,  he's  intelligent,  and  he's  in- 
terested. There  are  only  two  things  I  have  against  Sam.  Number 
one,  I  think  he's  an  arrogant  young  punk.  Number  two,  I  don't  like 
his  views  on  segregation.  Now,  I  can  live  in  perfect  happiness  with  a 
customer  service  manager  who  believes  in  segregation,  but  I  could  not 
live  in  happiness  or  work  in  happiness  with  a  department  head  that 
believed  in  segregation.  I  just  don't  think  that  this  conforms  enough 
with  my  own  personal  philosophy  about  life.  And  in  case  you're  con- 
cerned here,  I  don't  want  to  make  a  big  thing  over  this,  but  I  want 
us  to  think  about  this.  Now,  Sam  is  relatively  young,  it's  true.  I  agree 
with^you,  Hal,  that  I  think  he  can  be  changed.  He  was  brought  up 
in  a  blighted  area,  and  his  background  contains  all  the  things  that 
/  you  would  think  would  lead  a  guy  to  be  just  what  Sam  has  become. 
)So  it's  no  surprise  that  he  has  become  this.  I  think  if  we  work  with  ( 
(him  we  have  a  pretty  good  chance  of  getting  him  to  understand  some 
/things,  and  to  have  a  much  healthier  attitude  towards  life  in  general 
and  business  in  particular.  I'm  in  favor  of  taking  this  step,  incidentally. 
But  I  would  be  very  much  against  the  next  step  unless  Sam  shows  a 
Ndistinct  and  specific  change^^ 

[Heated  discussion.] 

H.  Reiss:    I  think  we've  blown  this  up  out  of  all  proportion. 

C.  Kramer:    Well,  perhaps  it  seems  that  way,  but  it's  importanT 
to  me,  Hal,  because  the  Midway  organization  is  very  near  and  dear 
to  me,  and  I'm  concerned  about  the  type  of  people  in  it.  I  say  that 
being  a  great  worker,  an  intelligent  man,  is  not  sufficient  to  cover  up 
all  things. 

H.  Reiss:  Clark,  when  you  were  19 — let's  say  your  emotional 
development  and  maturation  processes  were  at  19  what  his  will  be  at 
27  or  28 — when  you  were  19,  did  you  ever  get  the  urge  to  throw 
down  to  your  seniors  a  provocative  idea  just  to  gain  the  center  of  at- 

<>  {/OIL  l?JL-  %\{(IS 
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C.  Kramer:  I'm  sure  I  must  have,  but  I  don't  believe  this  is  the 
case  with  Sam.  I  don't  think  we  should  discuss  Sam's  views  on  segrega- 
tion or  the  reasons  therefor.  I've  said  that  I  believe  he  has  these  views. 

H.  Reiss:    But  ...  . 

C.  Kramer:  We  can  discuss  it  later.  But  I  also  said  that  if  these 
are  his  true  views,  and  if  he  doesn't  change  them.  I  don't  think  I 
can  live  at  peace  with  him  in  the  company.  And  if  he  goes  further, 
as  he  will  expect  to  go.  and  as  we  will  expect  him  to  go.  then  he 
must  change  his  views.  I  don't  believe  in  everyone  in  the  company 
conforming  to  my  views  on  everything  or  even  anything  except  a  few 
things,  such  as  Mother.  God.  Country,  and  Integration,  for  example, 
and  a  few  others.  These  I  believe  in  as  being  the  basic  principles  un- 
der which  our  country  has  existed  and  will  exist.  And  if  I  don't  be- 
lieve in  these  things,  then  what's  the  use  of  it  all.  you  see?  And  I 
don  t  want  anybody  in  our  company  who  is  an  opponent  of  what  I 
consider  to  be  these  basic  truths. 

#     #     #     #  # 

H.  Reiss:  All  I'm  saying  is  that  this  is  part  of  Sam.  this  attitude 
of  challenging  accepted  ideas,  challenging  his  superiors,  challenging 
people  with  whom  he  works.  We've  either  got  to  knock  this  attitude 
out  of  him  or  he's  done  in  our  company. 

C.  Kramer:  Let's  not  question  the  worth  of  his  being  provoca- 
tive and  stimulating  and  so  forth.  I'm  merely  trvmg  to  peer  into  the 
man  to  find  out  what  is  really  there,  and  I'm  saying  that,  as  willing 
as  I  am  to  go  along  with  this  step,  this  is  as  far  as  I  can  go:  and  if  it 
comes  up  again,  as  it  surely  will,  and  I  feel  that  he  has  not  changed 
basically  and  truly  in  this  regard,  you  have  mv  promise  that  he'll  not 
go  any  further  in  our  company. 

B.  Xagle:  What  shall  we  call  him.  customer  service  manager 
or  supervisor?  Makes  a  big  difference  if  you're  going  to  start  handing 
out  manager  or  supervisor  titles. 

H.  Reiss:    Well,  which  do  you  want? 

B.  Xagle:    I  think  supervisor  is  ...  . 

H.  Reiss:    Is  supervisor  higher  or  lower? 

B.  Xagle:  Lower. 

H.  Reiss:    Lower.  O.  K. 

C.  Kramer:  I  personally  prefer  manager.  I  don't  feel  strongly 
about  either  one.  but  it's  a  better  word.  I  think. 

B.  Xagle  :  You  mean  as  manager,  then  we'll  call  him  .... 
It  doesn't  make  any  difference,  the  title. 
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C.  Kramer:  Customer  service  manager  is  a  title  everybody  under- 
stands, and  so  forth. 

H.  Reiss:  One  more  thing,  while  we're  at  it.  What  sort  of  salaty 
bracket  is  this  job?  I  don't  see  the  need  of  going  through  this  routine 
any  time  a  man  wants  to  be  promoted  within  grade  .... 

C.  Kramer:  Hal,  we  have  agreed — at  one  of  our  first  meetings 
we  agreed — that  any  man  that  was  being  promoted  in  various  de- 
partments into  a  position  of  being  manager  would  be  discussed  at  this 
meeting  because  all  of  us  will  have  to  live  with  him,  and  all  of  us 
have  opinions  about  him;  and  in  the  absence  of  any  formal  job  evalua- 
tion program  the  best  way  to  evaluate  these  people  would  be  just  the 
fournof~us  sitting  around  talking  about  them. 

H.  Reiss:  Well,  then,  suppose  Ben  wants  to  give  him  $10  in  two 
more  months.  Does  he  come  back  to  the  group  again  for  this? 

C.  Kramer:    No.  That's  not  the  point. 

B.  Nagle:    I  don't  want  to  create  another  Joe  Rivers  situation. 

C.  Kramer:    That's  the  thing  I'm  thinking  about. 

[Mr.  Nagle  proposed  a  25%  pay  increase  for  Sam,  from  $100 
a  week  to  $125.  After  discussion  it  was  agreed  that  a  $20  boost 
immediately  with  another  $5.00  in  six  months  would  seem  more  ap- 
propriate.] 


During  the  morning  of  April  7,  1959,  Mr.  Reiss  had  had  a  long 
talk  with  the  field  sales  manager,  Mr.  Larry  Rosen,  about  the  latter's 
status  in  the  marketing  department.  Mr.  Reiss  had  recently  been 
officially  promoted  to  marketing  vice  president,  leaving  vacant  the 
title  of  sales  manager.  Mr.  Rosen  had  expressed  a  wish  to  be  pro- 
moted to  fill  this  vacancy,  while  recognizing  that  his  duties  would 
probably  remain  unchanged. 

Mr.  Rosen  was  44.  He  had  joined  Midway  at  the  time  it  acquired 
the  Robin  Hood  line.  He  had  previously  worked  for  the  importing 
company  which  distributed  that  product.  His  duties  were  one-third 
field  sales  work,  one-third  supervising  the  regional  men,  and  one-third 
assisting  in  departmental  sales  forecasting  and  analysis.  About  one 
third  of  his  time  was  spent  on  the  road. 

Excerpt  from  General  Management  Meeting  of  April  7,  8:30  p.m. 
H.  Reiss:    I  would  like  to  clear  up  one  other  thing.  I  had  a  dis- 
cussion with  Larry  Rosen  today  and  I  want  you  people  to  know  what 
happened  in  case  it  comes  up  in  the  future  when  I  am  not  around. 
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I  had  a  very  frank  discussion  with  him  about  where  he  stands  in  the 
department.  I  heard  via  the  grapevine  that  he  was  concerned  about 
not  being  given  the  title  of  sales  manager.  I  told  him  I  didn't  think 
he  was  ready  for  it,  that  he  just  wasn't  putting  in  the  initiative,  drive, 
and  spirit  to  do  the  job.  He  took  it  pretty  hard,  but  I  told  him  it 
was  for  his  own  good  because  if  anything  should  happen  to  me,  I  was 
sure  that  Clark  would  go  outside  the  company  to  get  himself  a  mar- 
keting man.  This  is  something  he  has  to  face  up  to. 

B.  Nagle  :     I  think  you  are  making  a  mistake,  Hal. 

H.  Reiss:  How? 

B.  Nagle:  I  think  sales  manager  and  field  sales  manager  are 
synonymous.  It's  really  important  to  him,  so  why  not  let  him  have 
the  title? 

H.  Reiss:  No,  Ben,  this  is  the  only  way  I  have  of  making  him 
aware  of  his  shortcomings.  The  discussion  today  was  to  clear  the  air. 
I  don't  want  to  kid  him  along. 

C.  Kramer:  Yes,  I  think  this  is  important.  Our  idea  is,  it  is  the 
responsibility  of  the  person  to  prove  he  is  worth  the  job  before  he  gets 
the  title.  I  don't  want  people  to  get  sucked  along  in  the  vacuum.  We 
want  demonstrated  ability. 

B.  Nagle:  The  theory  today  is  that  you  sell  fringe  benefits,  that 
you  give  out  desks  and  titles  and  rugs. 

C.  Kramer:  I  disagree.  I  don't  want  him  going  around  the 
country  with  the  title  when  he  is  not  up  to  it.  If  he  can't  work  for  it 
and  is  down  in  morale  for  not  being  promoted,  then  he  is  not 
our  kind  of  man,  and  I  would  just  as  soon  that  he  would  leave. 

B.  Nagle:    What  does  the  title  mean? 

H.  Reiss:  It  means  he  is  assistant  to  the  marketing  manager,  the 
No.  2  man  in  the  whole  department. 

C.  Kramer:  Yes,  and  do  you  think  we  could  work  with  Larry 
as  marketing  manager  if  Hal  was  not  here?  It  is  out  of  the  question. 

B.  Nagle:  O.  K.,  then,  leave  it  field  sales  manager,  but  I  think 
it  is  a  mistake. 

H.  Reiss:  I  just  wanted  to  inform  all  of  you  so  you  will  under- 
stand my  position. 


tC<>tC^tC<>IC<^C^tC^tC^IC^tC^tC^IC^CC<>tC<>fC^IC<>tC^fC^CC^fC^tC^tC<>fC<tC^fC^tC<>fC<>tC^ 


MIDWAY  FOODS  CORPORATION  (B-3) 

fC^IC^CC^IC<^IC<>fC^fC<>IC^CC^IC^IC^CC^€C^IC^IC^IC«>IC<IC<>fC^IC^IC^IC^fC^IC<>IC<>fC<>IC^ 


On  Saturday  morning,  February  28,  1959,  Midway  moved  its  main 
offices  from  Cicero  to  the  Prudential  building  in  downtown  Chicago. 
The  executives  and  several  of  the  office  people  came  in  the  morning 
of  the  move  to  help  arrange  furniture  and  filing  cabinets  that  had 
been  brought  in  the  night  before  from  Cicero.  Workmen  were  still 
painting  doors,  woodwork,  and  trim  as  the  desks  and  bookcases  went 
into  place.  Potted  plants  and  other  gifts  from  suppliers  and  friends  were 
scattered  here  and  there,  and  a  bundle  of  congratulatory  letters  and 
telegrams  was  on  the  president's  desk.1  At  11:30  A.M.,  while  the  mov- 
ing in  was  still  in  progress,  two  executives  from  the  Dearborn  Adver- 
tising Agency  arrived  for  an  important  meeting. 

FIRST  VISIT  TO  THE  NEW  OFFICES 

Early  that  same  morning  the  researcher  had  walked  east  to  Michigan 
Avenue,  turned  north  and  looked  at  the  window  displays  of  some  of 
Chicago's  finest  shops,  and  stopped  to  look  across  the  street  at  the 
bronze  lions  poised  in  front  of  the  Art  Institute.  Crossing  Michigan 
Avenue  he  walked  through  Grant  Park  and  past  Buckingham  fountain. 
Noting  that  the  meeting  with  the  agency  would  soon  be  under  way, 
he  walked  on  through  the  park,  now  and  then  looking  up  at  the  Pru- 
dential building,  Chicago's  newest  and  most  handsome  office  building. 
At  the  north  end  of  the  park  he  walked  across  the  plaza,  in  through 
the  glass  door,  past  the  impressive  control  panels  for  the  Otis  "auto- 
tronic"  elevators,  stepped  into  one  marked  "express,"  and  pushed  the 
button  marked  "34."  At  the  thirty-fourth  floor  he  walked  down  a 
corridor  to  a  door  where  a  workman  was  just  stenciling  in  the  final 
letters — Midway  Foods  Corporation.  Inside  he  was  greeted  by  the 
stir  of  movement  as  desks  and  cabinets  were  being  carried  into  place. 
Mr.  Reiss2  looked  up  and  said,  "Good  morning;  pretty  nice,  don't  you 
think?  C'mon,  I'll  show  you  the  offices."  "This  is  beautiful,"  said  the 
researcher.  "Quite  a  change  from  the  top  floor  at  Cicero." 

1  Mr.  Clark  Kramer,  president  of  Midway  Foods. 

2  Mr.  Hal  Reiss,  marketing  vice  president. 
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"Watch  the  wet  paint,"  Mr.  Reiss  continued.  "This  one  is  mine; 
what  do  you  think  of  the  blue  wall  and  the  four  windows?  (Smiles.) 
With  four  windows  facing  Grant  Park  I  won't  need  a  resume  or  any 
references — I  can  just  tell  people  I'm  a  four-window  executive.  We 
are  going  to  set  part  of  this  room  up  like  a  conference  area.  Clark 
thought  it  might  even  be  a  good  idea  to  have  a  separate  room  for 
conferences,  but  I  suggested  using  this  part  of  my  office,  and  also  using 
part  of  his  for  the  same  purpose.  Next  door  is  Milt's3  office — you  can 
go  through  here;  it's  so  we  can  open  this  door  and  annoy  each  other. 
It  will  be  great  to  be  able  to  chew  him  out  without  having  to  walk 
down  two  flights  into  the  factory.  And  (smiles)  maybe  the  new  offices 
will  let  him  see  the  light.  I'm  going  to  kid  him  about  it  first  thing 
Monday  when  he  comes  in.  Oh,  here  are  the  boys  from  the  agency." 
Mr.  Reiss  greeted  Bill  and  Ed,  two  executives  from  the  Dearborn 
agency,  and  then  Mr.  Kramer  emerged  from  his  office  to  extend  his 
greetings. 

C.  Kramer:    Well,  what  do  you  think  of  it? 
Ed:     It's  great!  The  view  of  the  skyline  and  Grant  Park  is  mag- 
nificent. 

Bill:  This  is  better  than  State  Street.  It's  a  big  jump  from  Cicero 
to  Michigan  Avenue,  and  in  one  hop! 

Ed:  Maybe  you  can  rent  us  a  room  or  a  back  office.  This  is  beauti- 
ful. 

C.  Kramer:  This  is  the  paprika  room.  [Room  has  one  bright 
red  wall.}  Let  me  show  you  the  other  offices.  [Men  leave  room.] 
This  is  Ben's4  office — the  gold  room.  This  is  Milt's — the  green  room. 
This  is  Hal's — the  blue  room. 

H.  Reiss:  Notice  the  four  windows,  men?  I've  been  explaining  to 
Bruce  that  I've  really  made  it  now.  With  the  four  windows,  I  won't 
need  a  resume  any  more. 

Bill:    You  said  it.  This  is  a  great  spot. 

[Mr.  Kramer  shows  Bill  and  Ed  through  the  rest  of  the  offices. 
Then  all  return  to  his  office.] 

C.  Kramer:  I  think  this  new  location  has  paid  off  already.  It 
got  the  agency  here  early  (smiles).  That's  the  first  time  they  have 
ever  been  ahead  of  schedule  on  anything. 

Mr.  Kramer,  Mr.  Reiss,  the  two  executives  from  the  agency,  and 
the  researcher  went  into  Mr.  Kramer's  office  for  a  meeting.  On  several 
subsequent  occasions  the  researcher  asked  the  four  executives  about 

3  Mr.  Milt  Lombard,  manufacturing  vice  president. 

4  Mr.  Ben  Nagle,  administrative  vice  president. 
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the  reasons  for  and  significance  of  the  move  to  the  new  offices.  A  sum- 
mary of  their  observations  follows: 

executives'  comments  about  the  new  offices 

C.  Kramer:  Moving  downtown  was  pretty  significant,  and  we 
had  thought  and  talked  about  it  quite  a  bit  before  we  actually  moved. 
You  see,  after  we  were  on  our  way  to  digesting  the  Main  Line  ac- 
quisition, we  realized  that  we  could  run  a  plant  without  having  our 
offices  in  the  same  building.  And  if  we  could  do  it  for  one  factory, 
why  not  for  two?  We  wanted  to  move  downtown  to  save  travel  time; 
Ben,  Hal,  and  I  were  using  a  lot  of  time  driving  in  from  Cicero  to 
see  advertising,  legal,  and  financial  people.  Somehow  we  couldn't  get 
them  to  come  out  to  Cicero  very  often;  we  had  to  come  in  to  see 
them,  and  not  the  other  way  around.  Now  that's  all  changed;  the  first 
day  we  "moved  in  was  a  sign  of  things  to  come — with  the  agency  peo- 
ple coming  to  our  offices.  ; 

Being  in  the  Prudential  building  adds  something  when  suppliers 
or  customers  drop  in — at  least,  we  think  it  makes  some  difference. 
And  also  it's  more  convenient  for  us  to  get  to  work.  Milt  and  I  can 
catch  the  train  in  from  Highland  Park  and  take  the  "El"  across  town, 
when  we  used  to  spend  45  minutes  or  an  hour  driving  in.  And  it  puts 
the  office  within  walking  distance  for  Hal. 

M.  Lombard:  The  new  offices  are  pretty  nice,  even  though  they 
don't  mean  as  much  to  me  as  they  do  to  the  others.  I'm  here  two 
days  a  week,  and  Monday,  Wednesday,  and  Friday  I'm  out  at  the 
plant.  And  this  shade  of  green  on  the  wall  is  going  to  make  me  ill, 
I  think.  I  told  Clark  I'd  like  a  green  wall,  but  not  this  bilious  green. 
As  soon  as  I  get  a  chance  I'm  going  to  have  it  repainted  a  softer  shade. 

As  far  as  the  significance  of  moving  downtown  goes,  I  see  it  a 
little  differently  from  some  of  the  others.  To  me  it  represents  more 
overhead;  the  rent  for  these  offices  is  equal  to  what  we  pay  for  the 
five-story  building  in  Cicero.  I  can't  help  feeling  that  there  are  things 
we  need  more  than  to  cut  down  on  travel  time,  but  then  maybe  this 
is  all  part  of  "going  national." 

Ben  Nagle:  The  new  offices  move  us  right  into  the  heart  of 
things.  We  are  close  to  the  pulse  of  the  financial  and  advertising  dis- 
tricts; even  though  they  are  over  on  La  Salle  Street,  just  being  nearby 
gives  this  place  a  different  atmosphere.  Another  thing,  at  our  old  offices 
we  used  to  look  out  on  a  run-down  neighborhood;  it  didn't  give  you 
the  inspiration  of  Grant  Park  or  the  surf  on  the  lake.  And  we  used 
to  watch  the  trucks  backing  in  to  load  up  with  merchandise.  A  good 
bit  of  executive  time  was  lost  just  watching  those  trucks  load. 
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H.  Reiss:  The  new  offices  are  significant  for  a  number  of  reasons. 
For  one  thing  the  move  is  a  symbol  of  going  national,  of  moving  out 
of  Cicero  and  into  the  business  community.  It  will  save  on  travel  time, 
and  some  of  us  were  wasting  a  good  bit  of  time  driving  back  and 
forth  between  Cicero  and  downtown. 

And  it  will  allow  Larry5  to  have  an  office  of  his  own.  We  shared 
the  same  office  in  Cicero,  and  it  meant  I  heard  everything  he  said  on 
the  phone.  Sometimes  I  couldn't  help  interrupting  him,  or  picking  up 
the  phone  myself.  Well,  that  wasn't  fair  to  him;  it  didn't  give  him 
a  chance  to  prove  himself.  So  now  he  has  a  separate  office  and  the 
chance  to  do  his  work  the  way  he  wants  to.  But  it  also  means  he's 
no  longer  in  my  office,  and  he  has  gray  tile  on  his  floor  while  all  the 
V.P.'s  have  white.  It's  not  the  way  I  would  have  made  it;  I  don't  go 
much  for  these  status  symbols.  It's  my  belief  that  if  someone  can't  tell 
that  you  know  what  you  are  talking  about  unless  he  sees  a  rug  on 
your  floor,  or  lamps  and  end  tables,  or  how  many  windows  you  have, 
then  I  don't  want  to  spend  my  time  talking  to  him  anyway.  I  kid  the 
people  at  the  agency  about  this,  and  also  Clark.  But  it  seems  to  be 
another  one  of  those  things  where  I'm  the  one  that  is  not  going  along 
with  the  system. 

But  coming  back  to  the  office  move,  I'd  say  the  most  significant 
thing  about  it  was  something  symbolic  in  another  way.  I  used  to  be 
a  freight-forwarding  clerk,  and  before  that  just  a  kid  from  the  "wrong 
side  of  town."  And  to  a  greater  or  lesser  degree  the  same  is  true  for 
all  of  us.  Being  down  here  symbolizes  one  kind  of  thing  we  have 
tried  to  build  from  selling  candy  bars — acceptability  or  approval  of 
the  world  around  us.  It's  something  I've  aimed  at  since  I  was  a  kid. 
Now  that  I'm  up  on  the  thirty-fourth  floor  I  am  beginning  to  realize 
there's  a  lot  more  to  it  than  that.  It's  one  of  those  things  that  if  you 
want  it,  you  can  never  get  enough  of  it.  You  could  always  want  more 
approval  from  others,  or  to  be  more  important  so  people  would  say, 
"There  goes  the  vice  president  of  so-and-so,"  as  you  walk  by.  Well, 
I'm  beginning  to  realize  that's  not  really  what  I  want,  but  I'd  be 
kidding  both  of  us  if  I  denied  that  I  got  a  kick  out  of  it.  But  what 
I've  learned  from  this  move  is  that  there  are  still  other  things  that 
are  more  important — a  good  evening  of  conversation,  for  instance, 
and  a  chance  to  trade  ideas  with  people  who  really  think.  It  has  re- 
newed my  interest  in  trying  my  hand  at  teaching  in  a  business  school 
on  a  part-time  basis. 


5  Mr.  Larry  Rosen,  field  sales  manager. 
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This  case  describes  Mr.  Clark  Kramer,  president  of  Midway,  from 
two  major  viewpoints:  (1)  as  an  individual,  and  (2)  in  his  relation- 
ships with  others.  To  describe  the  president  as  an  individual,  data  are 
presented  on  (a)  his  background  and  personal  history,  (b)  how  other 
Midway  executives  saw  him,  (c)  how  the  researcher  saw  him,  and 
(d)  how  he  saw  himself.  To  describe  the  president  in  relation  to  others, 
his  relationships  with  four  department  supervisors  ( Exhibit  1 )  are  de- 
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Age 

Number 
Years  with 
Midway 

Education 

Size  and 
Location  of 
Office 

Relative  Pay 
of  Depart- 
ment Head 

Clark  Kramer  

39 

9lA 

B.S.E. 

Hal  Reiss  

32 

9 

B.A. 

1 

3* 

Milt  Lombard  

46 

8 

B.A. 

3 

2* 

Ben  Nagle  

41 

iy2 

B.A.,  C.P.A. 

2 

1 

Otto  Lehman  

47 

i 

4th  grade 

4 

4 

*  There  was  very  little  difference  between  2  and  3. 
Source:  Company  records. 


scribed.  In  the  concluding  section  of  the  case,  some  of  these  relation- 
ships are  illustrated  by  excerpts  from  a  quality-control  meeting. 

MR.  KRAMER  AS  AN  INDIVIDUAL 

Personal  History.  Mr.  Kramer  attended  Illinois  Institute  of  Tech- 
nology where  he  received  a  B.S.E.  in  architectural  engineering  in  1943. 
"My  family  had  a  construction  firm,  so  I  went  to  LIT.  I  was  active 
in  student  government  and  extracurriculars,  but  I  wasn't  very  interested 
in  most  of  the  subjects,  and  it  took  me  five  years  to  get  the  degree." 
Following  graduation  he  went  to  Officers  Candidate  School  but  was 
released  for  physical  reasons  before  completing  his  training. 

Mr.  Kramer  first  worked  for  the  family  construction  firm,  but  after 
two  years  he  left  "because  it  was  a  fairly  typical  family  situation — 
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several  relatives  in  the  same  firm."  While  working  for  the  family  firm 
he  married  the  daughter  of  the  president  of  Illinois  Food  Manufac- 
turing Company  (IFM) ,  and  in  1946  joined  IFM  as  a  missionary 
salesman.  Subsequently,  he  worked  in  its  advertising  department,  a  job 
"that  I  enjoyed.  It  got  me  interested  in  advertising.  I  was  making  $50 
a  week  in  those  days,"  he  said. 

"Some  of  the  other  Midway  people  were  working  for  IFM  at  this 
time  (see  Exhibit  2).  Milt  Lombard1  was  a  superintendent  in  the  fac- 
tory, Andy  Kallal2  was  sales  vice  president,  and  Otto  Lehman3  was 

Exhibit  2 

MIDWAY  FOODS  CORPORATION  (E-l) 
Organization  Chart  of  IFM,  1948 

[president] 


SPECIAL  SALES  V.  P. 
ANDY  KALLAL 


MARKETING  V.P. 


FINANCE 


ASSISTANT  AD 
MANAGER 


CLERK 
CLARK  KRAMER 


[  PLANT  MANAGER 


1 

ADVERTISING 
MANAGER 

SALES 
MANAGER 

ASSISTANT  PLANT  MANAGER 
MILT  LOMBARD 

MAINTENANCE  AND 
EQUIPMENT 
DEVELOPMENT 
OTTO  LEHMAN 


Source:  Mr.  Clark  Kramer,  president  of  Midway  Foods. 


working  on  equipment  development.  We  all  left  within  a  year  or  two 
after  the  president's  death.  The  company  underwent  a  personality 
change,  and  we  didn't  take  to  it.  After  that  I  was  doing  odds  and  ends 
in  the  food  sales  area  for  about  a  year  when  I  ran  across  Midway  and 
bought  into  it.  It  took  some  financial  backing  from  my  family." 

Mr.  Kramer  was  active  in  a  number  of  outside  organizations,  par- 
ticipated in  community  projects,  and  was  interested  in  local  political 
issues.  He  was  an  active  member  of  the  Young  Presidents'  Organiza- 
tion and  attended  their  course  programs  as  well  as  the  annual  conven- 
tions. Two  professors  who  had  worked  with  him  during  one  of  the 

1  Mr.  Milt  Lombard,  manufacturing  vice  president  of  Midway  Foods. 

2  Mr.  Andy  Kallal,  sales  vice  president. 

3  Mr.  Otto  Lehman,  manager  of  R  and  D. 
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seminars  described  him  as  "one  of  the  men  who  was  seriously  inter- 
ested in  learning  more  about  administration  and  not  just  along  for 
socializing.  Also,  he  seemed  to  have  a  great  deal  of  sensitivity  about 
human  problems  in  business."  Other  interests  included  "reading,^ 
mostly  nonaction,  and  as  much  golf  as  I  can  find  time  for." 

How  His  Associates  Described  Mr.  Kramer.  Mr.  Kramer  was  de- 
scribed by  others  as  a  man  "who  wants  to  build  Midway  into  one  of 
the  major  candy  companies  in  America.  He  has  a  lot  of  drive  and  keeps 
this  place  going  at  a  pretty  determined  pace.  He  has  some  unusual 
abilities^  including  a  knack  for  running  meetings  skillfully  and  an 
abilit^to^  t^ic h- — to  train  people.  Also,  he  isn't  upset  when  people  dis- 
agree with  him;  we  can  disagree  with  him  in  meetings  and  really  slug 
it  out.  There  isn't  as  much  of  this  as  there  used  to  be,  and  there  isn't 
much  need  to  go  for  the  count  of  ten;  but  we  know  we  can  if  we  really 
believe  in  something. 

"He  creates  an  atmosphere  here — informal,  yet  quite  demanding. 
He  expects  us  to  set  our  own  standards  of  performance,  but  he  makes 
it  plain  that  we  are  judged  by  the  standards  we  set  and  by  how  well 
^e  measure  up  to  them.  There's  no  such  thing  as  an  understood  level 
of  minimum  acceptable  performance.' 

"Qark  has  basically  a  marketing  orientation,  even  though  his  en- 
gineering degree  gets  him  into  each  and  every  equipment-purchase 
^decision^  He  can  visualize  problems— separate  the  important  from  the 
trivial — but  sometimes  he  works  on  the  details  because  he  is  having 
a  hard  time  making  up  his  mind  on  the  major  issue.  He  really  can 
go  into  details,  and  it's  been  damn  good  training  for  some  of  the  rest 
of  us. 

"He  likes  to  see  some  competition  between  his  executives — to  have 
us  disagree  with  one  another  at  meetings.  But  we  aren't  always  sure 
that  he  can  tell  when  someone  is  clouding  up  an  issue — putting  up  a 
smoke  screen  to  cover  up  a  mistake,  for  instance.  He  likes  plans, 
memos,  and  written  communications.  He  believes  tnese~help us  'clarify 
-tjut  thinking  and  also  help  train  subordinates  because  it  gives  them  a 
chance  to  read  about  what  is  happening  around  them.  And  he  likes 
people  to  take  the  initiative  in  suggesting  things,  particularly  things 
like  a  new  coat  of  paint  in  the  employees'  cafeteria  or  a  more  personal 
approach  toward  a  broker." 

How  the  Researcher  Saw  Mr.  Kramer.  In  the  course  of  his  field 
work  at  Midway,  the  researcher  had  an  opportunity  to  talk  extensively 
with  Mr.  Kramer  and  also  to  observe  him  in  a  variety  of  situations. 
The  researcher's  observations  include  things  which  he  was  able  to  ob- 
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serve  but  which  the  reader  cannot,  such  as  Mr.  Kramer's  appearance, 
personalia-,  and  office  decor.  And.  since  Mr.  Kramer's  office  routine 
might  only  be  discernible  after  considerable  hunting  through  the  case 
material,  the  researcher  has  summarized  it  here  to  present  what  he 
believed  to  be  "typical." 

Mr.  Kramer  was  a  healthv.  muscular  six-footer  who  wore  custom- 
tailored  suits  and  conservative  neckties.  He  worked  long  hours  and 
frequently  worked  at  home  on  week  ends.  A  substantial  part  of  his 
time  was  spent  on  association,  charitable,  and  other  organizational 
work..  Much  or  his  workday  was  spent  in  conversation  with  others. 
While  these  conversations  usually  had  a  friendly  tone.  Mr.  Kramer 
did  not  often  allow  them  to  drift  away  from  the  basic  topic.  The 
researcher  would  describe  him  as  energetic,  congenial,  and  somewhat 
reserved. 

Mr.  Kramer's  spacious  omce  in  the  Prudential  building  had  two 
windows  iacing  Lake  Michigan  and  two  facing  Grant  Park  and  the 
Chicago  skyline.  The  furniture  had  been  moved  in  from  his  Cicero 
omce:  the  over-ail  decor  was  modest  but  modern.  His  desk  which  was 
of  table-like  construction,  usually  had  only  a  few  papers  on  top  and 
did  not  have  an  "in"  or  "out"  basket.  The  office  contained  a  coffee 
table  and  four  chairs  grouped  together  as  a  conference  area,  and  a 
couch.  It  had  no  drapes,  end  tables,  or  small  lamps:  the  distinguish- 
ing feature  was  the  paprika-colored  red  wall. 

His  office  was  the  scene  of  numerous  two-  and  three-person  con- 
ferences during  a  typical  day.  These  discussions  often  began  when  a 
vice  president  poked  his  head  m  the  door  and  asked.  "Do  you  have 
a  few  minutes  to  talk  about  such  and  such?"  The  discussions  typically 
were  short,  and  generally  picked  up  one  or  more  aspects  of  a  problem 
that  had  been  discussed  previously.  Typically  the  technical  details  of 
the  problem  under  discussion  were  familiar  to  all  persons  and  were 
never  referred  to  specifically.  As  a  consequence,  the  conversations 
were  carried  on  in  what  the  researcher  called  "verbal  shorthand."  and 
these  discussions  would  probably  not  be  understandable  to  one  un- 
familiar with  previous  conversations. 

Mr.  Kramer's  Description  of  Himself.  Mr.  Kramer  described  him- 
self as  a  person  interested  in  building  Midway.  "From  the  time  I 
bought  Midway  I  have  wanted  it  to  become  a  large  company,  a  leader 
in  the  industry.  I'm  not  building  this  company  to  sell  it  for  a  capital 
gain  and  then  retire.  I  don't  want  to  sell.  It's  much  more  than  a  job 
or  money.  This  business  represents  a  means  of  several  ends.  It  allows 
all  of  our  executive  group  to  do  things  we  want  to  as  people.  Of  course, 
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we  won't  be  able  to  please  everyone,  but  I  think  that  if  our  company 
trend  continues,  we  will  be  able  to  satisfy  most  requests  that  are  rea- 
sonable. Providing  us  with  a  good  income  is  one  aspect  of  this,  but 
there  are  other  aspects  that  are  important,  too. 

"As  far  as  other  personal  goals  are  concerned,  we  could  go  into 
them,  but  I'd  rather  not  except  to  say  this:  I  think  you  could  say  that 
I  am  more  comfortable  working  for  myself.  It's  a  personal  preference. 
Basically,  I  think  the  rewards  from  working  for  yourself  are  greater. 
I  have  a  lot  of  drive  and  persistence.  I  guess  you  could  say  I  have 
a  personal  need  to  lead  or  to  be  the  top  man. 

"One  of  the  most  important  aspects  of  my  job,  I'd  say,  was  improv- 
ing communication  between  our  executives  and  also  up  and  down  the 
line.  I've  tried  to  get  the  men  to  formalize  some  of  it  so  subordinates 
could  read  the  memos  and  learn  thereby.  It's  a  long  process,  especially 
with  Milt. 

"As  far  as  communication  between  the  executives  is  concerned,  I 
think  we  have  pretty  frank  communication,  but  it's  not  what  it  might 
be.  There  are  some  misunderstandings  between  marketing  and  manu- 
facturing which  have  existed  for  a  long  time.  Sometimes  Hal4  and  Milt 
have  really  battled  it  out.  It's  another  of  the  important  aspects  of  com-\ 
pany  history  that  you  need  to  know  to  understand  what  goes  on  here. 
Their  relationship  has  improved  some  of  late,  partly,  I  think,  because  \ 
production  has  caught  up  with  sales  and  partly  because  Hal  is  getting 
older  and  understands  Milt's  situation  better.  But  for  years  Hal  couldn't 
understand  what  seemed  like  a  negative  attitude  on  Milt's  part." 

mr.  kramer's  relationships  with  his  associates 

Mr.  Kramer  and  Mr.  Reiss.  The  basic  marketing  orientation  of 
Mr.  Kramer  and  Mr.  Reiss,  plus  personal  similarities,  made  their  re- 
lationship a  close  one.  Mr.  Reiss  described  their  mutual  understanding 
as  one  of  the  "basic  strengths  of  the  company."  Mr.  Kramer,  in  stating 
the  same  thing,  said  that  Hal  really  had  a  dual  role :  ( 1 )  as  an  operat- 
ing executive,  and  (2)  as  his  staff  advisor.  Other  executives  said  their 
relationship  might  be  compared  to  a  jeacher^rotege  relationship, 

Mr.  Kramer  described  Mr.  Reiss  as  "an  outstanding  marketing 
man"  and  a  vice  president  "who  makes  up  a  marketing  budget  that 
has  no  fat  in  it;  in  fact,  he  cuts  it  so  thin  that  if  everything  doesn't 
come  up  to  expectation  he  has  to  come  back  and  get  more  money.  I 
know  he's  doing  it  this  way,  and  I  concur  100%.  If  he  had  done  it 
any  other  way,  we  couldn't  be  where  we  are  today. 

4  Mr.  Hal  Reis,  marketing  vice  president. 
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"But  Hal  has  basically  a  marketing  orientation — he's  hell  bent  to 
increase  sales.  He'll  take  lots  of  risks  to  do  it.  His  marketing  plans 
have  greater  payoffs  if  they  work  and  real  trouble  if  they  don't.  When 
we  were  small,  this  was  fine;  taking  this  kind  of  risk  was  the  only  way 
we  could  grow  rapidly.  And  if  a  plan  hadn't  worked,  I  could  almost 
make  up  for  it  by  not  drawing  salary.  But  now  we  are  getting  to  a 
size  where  that  is  no  longer  possible.  We  have  to  make  our  plans  fit 
the  more  conventional,  more  conservative,  ways  of  the  larger  com- 
panies. So,  for  financial  reasons,  I  ^ want  to  slow  Hal  jdown;  iiis_.,  pace 
will  either  make  us  or  break  us,  and  I  don't  feel  we  should  take  that 
kind  of  risk  any  more.  He  says  there  are  compelling  marketing  reasons 
for  continuing  to  plow  everything  back  for  growth,  and  he  is  right. 
But  there  are  also  compelling  financial  reasons  for  not  doing  so.  I 
don't  want  Hal  to  worry  about  them — that's  my  job — but  it  means 
we  are  going  to  have  to  say  'no'  to  some  things  that  the  marketing 
department  says  are  essential.  I  also  want  Hal  to  turn  out  more  con- 
servative marketing  plans,  but  I'm  not  going  to  tell  him  to.  I  don't 
want  to  dull  his  genius  by  having  him  pouting  about  changing  his 
ways.  I'm  sure  he'd  become  accustomed  to  it  sooner  or  later  and  be 
quite  happy  doing  it  that  way,  but  I  want  him  to  decide  to  make  the 
change  himself." 

Mr.  Reiss  made  the  following  comments  on  his  relationship  with 
Mr.  Kramer:  "You  have  probably  noticed  that  one  of  the  most  impor- 
tant things  about  our  company  is  the  close  rapport  between  Clark  and 
myself.  We  understand  each  other  and  see  a  lot  of  marketing  problems 
from  a  similar  viewpoint.  And  we  basically  want  the  same  thing — 
to  build  Midway  into  being  one  of  the  leaders  in  the  industry. 

"When  I  first  came  here,  he  used  to  want  me  to  do  things  his  way, 
so  I  had  to.  And  I  had  to  learn  to  pay  attention  to  details  and  commas. 
I  tend  to  round  things  off  and  think  in  a  rough  and  ready  fashion, 
but  Clark  wants  them  done  right.  So  I've  learned  to  do  things  in  more 
detail,  and  it's  been  good  training.  I  learned  that  when  I  wanted  to 
get  my  idea  across,  I  had  to  do  it  his  way  first  and  then  do  it  mine. 
It  was  a  lot  of  extra  work,  but  then  I  could  show  him  both  ways. 
After  a  while  it  got  so  I  could  do  it  my  own  way,  but  something  like 
that  only  develops  over  time  as  somebody  acquires  confidence  in  you, 
I  guess. 

"His  door  is  always  open,  and  we  meet  off  and  on  informally  as 
ideas  or  problems  develop.  We  may  talk  something  over  for  15  min- 
utes one  day  and  kick  it  around  for  a  while  the  next — almost  like  a 
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continuous  meeting  between  us,  but  with  interruptions.  We  don't  al- 
ways agree,  but  we  add  something  to  each  other's  thinking. 

"Clark  expects  ideas  and  plans  from  us;  it's  one  of  the  ways  he 
evaluates  us.  He  judges  not  only  the  plans  but  the  motivation  and 
initiative  that  are  behind  them.  A  plan  that  was  sure  to  work  but 
was  no  challenge  wouldn't  rate  very  high.  In  fact,  there's  no  idea  of 
what  makes  an  acceptable  minimum  here — there's  no  complacency 
from  feeling  that  you  are  doing  as  much  as  is  expected.  Your  guideline 
is  what  you  want  to  accomplish  as  a  person,  not  what  management 
has  set  as  standard  or  satisfactory." 

Mr.  Kramer  and  Mr.  Nagle.  Mr.  Ben  Nagle,  who  had  been  with 
Midway  since  January,  1958,  had  been  hired  to  "bring  our  administra- 
tive functions  together  and  run  them  properly.  Until  he  came  we  had 
gotten  along  with  an  accountant,  you  might  say,  and  Ben  came  on  as 
our  first  real  manager  in  that  area,"  said  Mr.  Kramer.  While  the  re- 
searcher knew  relatively  little  about  the  relationship  between  Mr. 
Kramer  and  Mr.  Nagle,  Mr.  Kramer  had  discussed  some  aspects  of 
it  on  various  occasions. 

"Ben's  basic  problem  is  personal  insecurity.  He  has  a  strong  need 
to  be  number  two  here.  I  knew  about  this  when  I  hired  him.  He  has 
a  strong  need  to  receive  more  recognition  than  others;  I've  been  work- 
ing with  him  on  this.  Sometimes  the  need  has  worked  to  his  advan- 
tage, and  sometimes  not.  But  I  hope  slowly  to  work  him  out  of  it. 

"I  made  a  step  in  this  direction  not  long  ago.  Each  of  the  vice  presi- 
dents gets  a  S50  a  week  salary  from  Main  Line,  S25  in  cash  and  $25 
held  in  escrow.0  Well,  I  sent  Ben  a  memo  to  double  Hal's  salary — 
to  make  it  S100.  Ben  didn't  like  it  a  bit.  He  came  into  my  office  and 
really  griped.  He  thought  he  should  be  getting  the  most.  I  discussed 
it  with  him — not  just  the  pay  boost  but  his  personal  problems.  We 
discussed  it  pretty  frankly,  and  I  tried  to  help  him. 

"Coming  to  the  new  offices  was  another  thing.  I  wanted  Hal 
to  have  the  other  big  office;  he  needs  it  because  he  has  quite  a  number 
of  departmental  meetings  and  many  outside  visitors.  Well,  Ben  would 
have  wanted  it,  even  though  he  doesn't  really  need  the  space,  but 
when  he  found  out  that  I  was  going  to  have  the  office  at  the  far  end, 
he  asked  for  the  one  next  to  mine.  It's  the  second  highest  spot,  in  a 
sense,  and  he  wanted  it.  That  worked  out  fine.  And  you  will  notice 


5  In  the  Main  Line  purchase  contract,  Midway  had  agreed  to  separate  accounting  for 
the  two  companies,  so  the  $25  per  week  was  added  to  each  vice  president's  regular 
salary  from  Midway. 
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that  he  has  No.  2  [Mr.  Kramer  has  No.  1}  on  the  intercom  system 
(lifting  up  phone  and  pointing).  I  didn't  say  it  should  be  that  way, 
but  that  is  the  way  it  came  out." 

Mr.  Kramer  and  Mr.  Lombard?  Mr.  Milt  Lombard  had  been  hired 
because  of  his  ability  in  food  manufacturing.  He  had  a  reputation  for 
being  able  to  turn  out  volume  items  at  low  cost.  Mr.  Kramer  described 
him  as  a  "damn  good  production  man.  In  fact,  he  has  cut  the  produc- 
tion costs  so  continually  and  made  those  machines  go  so  fast  that  I 
sometimes  wonder  if  the  plant  won't  fly  apart  some  day.  I  don't  even 
go  over  production  figures  any  more  except  once  in  a  while  in  a  gen- 
eral way.  I  have  complete  confidence  in  Milt  on  this;  he  has  not  only 
done  well  but  has  kept  on  improving.  And  these  things  have  been 
accomplished  without  investing  a  lot  of  money  in  equipment. 
/  "But  in  plant  planning  and  engineering,  in  building  maintenance, 
and  in  employee  relations  I  would  say  I  am  not  completely  satisfied 
that  the  manufacturing  department  measures  up  to  the  spirit  of  what 
we  want.  They  are  within  the  budget,  and  if  they  are  told  to  get  some- 
thing done  or  to  buy  a  machine,  they  do  it  and  make  it  work. 
But  I  would  say  I  have  been  somewhat  disappointed  in  the  initiative 
< — in  things  like  bringing  up  ideas  without  being  asked. 
Vl!Part  of  the  reason,  of  course,  is  that  Milt  hasn't  had  time.  He  has 
been  going  like  the  dickens  to  run  two  plants  and  hasn't  had  the  time 
to  plan  or  work  on  employee  relations  a  lot.  But  part  of  it  is  his  way 
of  operating.  He  isn't  a  desk  man.  He  used  to  operate  out  of  his  pockets 
— just  stick  notes  and  figures  and  memos  in  this  pocket  or  that.  I've 
been  working  on  him  to  be  more  organized — to  write  things  down 
and  to  keep  records  so  other  people  can  learn.  He's  doing  more  of 
this  now,  but  it  hasn't  been  easy." 

The  researcher  commented:  "In  planning,  then,  you  feel  it  has 
been  partly  because  he  hasn't  had  time,  partly  because  he  isn't  a  desk 
man,  and  partly  because  he  doesn't  take  the  initiative  on  new  plans 
\  or  ideas.  What  about  building  maintenance?" 

"Here  it's  a  matter  of  seeing  things  that  need  to  be  done,  taking 
care  of  them  without  being  reminded,"  Mr.  Kramer  replied.  "You 
know,  things  like  a  new  coat  of  paint  here  and  there  and  getting  ahead 
on  preventive  maintenance.  I'm  not  satisfied  with  our  preventive  main- 
tenance; I  want  things  taken  care  of  before  they  break  down  rather 
than  after  .... 


6  Additional  data  on  this  relationship  will  be  found  in  Midway  Foods  Corporation 

(B-2). 
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"What  about  employee  relations?  Well,  you've  been  to  our  meetings 
and  know  what  a  time  I've  had  on  this  one.  Milt  is  old  school  and 
just  isn't  up  on  human  relations.  He  still  refers  to  the  workers  as  the 
'help.' 

"A  lot  of  little  but  important  things  get  past  him.  When  we  bought 
the  Main  Line  plant,  morale  was  low  and  I  wanted  to  buck  it  up. 
After  Milt  got  out  there,  I  told  him  to  paint  the  employees'  entrance 
and  to  paint  the  signs  on  the  outside.  After  some  delay  the  signs  got 
painted,  but  the  door  still  hadn't  been  painted  when  I  got  back  out 
there  a  couple  of  weeks  later.  I  had  to  tell  him  again  to  get  it  painted. 
The  door  was  important,  and  something  I  wanted  done  right  away. 

"Later  on  I  suggested  that  he  have  the  employees'  lunchroom 
painted.  When  he  said  he  already  had,  I  was  delighted." 

The  researcher  stated,  "I've  noticed  that  manufacturing  prepares 
the  figures  on  the  payback  on  machinery.  In  the  past  have  the  capital 
expenditures  been  paid  back  about  the  way  they  were  forecast?" 

"Yes,"  replied  Mr.  Kramer.  "As  far  as  I  know  the  machinery  we 
have  bought  has  paid  out  about  as  expected — some  a  little  more,  and 
some  a  little  less. 

"As  far  as  the  manufacturing  budget  is  concerned,  they  have  lived 
within  the  letter  of  it  but  not  so  much  within  the  spirit  of  it.  They 
get  the  job  done  without  coming  back  for  more  money.  But,  as  I  say, 
they  don't  fully — all  the  time — accept  responsibility  for  all  areas  of 
the  department.  And  without  initiative,  intelligence,  and  drive,  money 
can  be  wasted." 

Both  Mr.  Kramer  and  Mr.  Lombard  described  their  personal  rela- 
tionship as  one  that  had ^rowiLJrior-e-4istant^QV£L  ihe_y„ears.  Mr.  Lom- 
bard noted  that  he  didn't  like  to  ask  Mr.  Kramer  for  things.  "It  just 
isn't  my  way,  I  guess.  No  matter  how  little  money  I  get,  I'll  find  a 
way  of  running  the  department.  I  try  to  present  my  case  in  the  budget 
meetings;  if  management  doesn't  give  me  the  money  then,  I  won't  ask 
for  more."  Mr.  Kramer  stated  that  he  had  tried  to  improve  the  rela- 
tionship. "I  used  to  ask  Milt  to  drive  in  to  work,  or  to  come  over  on 
Saturday.  But  there  was  no  reciprocity,  and  I  guess  I've  given  up." 

Mr.  Kramer  and  Mr.  Lehman.  "We  established  a  research  and 
development  department  in  November,"  Mr.  Kramer  stated.  "Right 
now  it's  being  managed  by  a  mechanic,  Otto  Lehman,  not  an  execu- 
tive. Otto  is  a  man  who  has  spent  much  of  his  life  working  on  gears 
and  wheels — who  has  been  raised  on  machinery,  you  might  say.  I  hope 
to  be  able  to  broaden  his  outlook,  to  get  him  interested  in  priorities 
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for  projects,  to  have  him  begin  thinking  about  budgeting,  and  also 
to  have  him  see  some  of  the  plant  problems  in  terms  of  the  whole 
company.  I  want  him  to  begin  to  see  more  of  the  considerations  in- 
volved, to  have  more  of  an  executive's  outlook." 

Asked  why  he  separated  R  and  D  from  manufacturing,  Mr.  Kramer 
replied:  "That  is  a  very  good  question,  and  I  suppose  I  might  as  well 
answer  it.  Basically  there  are  two  reasons.  Our  manufacturing  vice 
president  has  difficulty  planning  and  scheduling  engineering  work;  he 
is  somewhat  unable  to  get  these  things  away  from  a  day-to-day  basis. 
The  second  reason  was  our  employee  relations,  or  human  relations. 
Our  plant  in  Philadelphia  is  nonunion,  and  I  want  to  keep  it  that  way. 
To  keep  it  nonunion  you  have  to  have  a  plan.  You  can't  just  pay  them 
a  little  over  the  going  wage  and  hope  for  the  best;  you  have  to  think 
it  through.  Milt  is  somewhat  unable  to  do  this. 

"So  I  want  to  begin  increasing  the  emphasis  and  planning  that  go 
into  both  of  these  areas.  Separating  R  and  D  from  manufacturing  was 
a  first  step.  Perhaps  this  doesn't  sound  too  sensible,  but  I  think  it  is. 
Milt  is  damn  fine  at  production,  and  I'm  just  pulling  out  one  of  the 
things  he  isn't  quite  so  good  at.  He  also  seems  to  have  a  knack  for 
co-ordinating  purchasing,  so  I'm  going  to  have  our  purchasing  agent 
report  to  Milt  rather  than  to  me." 

When  the  researcher  asked,  "Is  it  your  philosophy,  then,  that_you 
build  your  organization  around  personal  strengths  rather  than  around 
commonly  defined  functional  areas?"  Mr.  Kramer  replied,  "Exactly." 

The  researcher  continued:  "I  wondered  also  if  the  R  and  D  change 
might  not  be  partly  to  get  a  couple  of  opinions  on  proposed  develop- 
ment projects — to  get  more  than  one  point  of  view?"  "Well,  no,"  re- 
plied Mr.  Kramer.  "This  change  isn't  to  help  decide  on  priorities.  I 
decide  on  priorities  myself;  frankly,  I  wouldn't  have  it  any  other  way. 
It's  an  area  where  I  rely  on  my  own  judgment.  I  wasn't  looking  for 
help  in  deciding,  and  I  don't  want  to  have  committee  decisions,  either. 
I'm  hoping  to  bring  Otto  around  to  my  way  of  thinking.  So  just  the 
two  of  us  worked  on  these  things  for  our  first  couple  of  meetings,  and 
then  we  brought  in  Milt. 

#     #     #     #  # 

"You  see,  our  limitations  in  the  R  and  D  area  haven't  been  just 
money.  Each  project  requires  planning,  installation,  and  follow-up  to 
see  if  we  are  getting  the  expected  savings.  General  Motors  may  have 
been  able  to  rebuild  its  burned-out  transmission  plant  in  a  couple  of 
months,  but  we  just  don't  have  the  personnel  here.  People  can't  stop 
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operating  to  devote  time  to  planning  and  installing  capital  improve- 
ments. It's  one  of  our  weaknesses. 

"It's  one  reason  we  have  a  separate  R  and  D  department.  We  are 
trying  to  build  and  train  an  organization  to  handle  these  things.  Otto 
has  four  men  working  under  him,  and  he's  going  to  be  trained  to 
work  out  the  plans  and  priorities  for  this  department  in  a  systematic 
way.  We  are  going  to  put  the  projects  in  the  budget  in  a  systematic 
fashion,  not  piecemeal.  We  will  go  over  them  all  and  see  if  we  have 
enough  money,  time,  and  people  to  accomplish  them." 

"I  know  that  it's  been  less  than  six  months  since  you  set  the  depart- 
ment up,  but  how  is  it  working  out  so  far?"  the  researcher  inquired. 

"I'm  very  encouraged  with  the  progress  being  made  on  the  fourth 
floor,"  Mr.  Kramer  replied.  "It  looks  as  though  Otto  is  going  to  have 
a  new  forming  machine  for  us,  and  if  so,  it  will  be  terrific.  It  will 
allow  us  to  build  a  new  line  and  to  do  it  all  for  about  $25,000,  where 
others  would  have  charged  us  from  $100,000  to  $200,000  without 
guaranteeing  any  result. 

"But  there's  more  to  it  than  just  the  new  machinery.  I'm  hoping  to 
bring  Otto  along  as  an  executive.  Have  you  noticed  that  he  shows  up 
for  meetings  in  a  suit  now,  instead  of  in  his  coveralls  and  greasy  hands? 
He's  beginning  to  think  of  himself  as  the  head  of  the  R  and  D  de- 
partment. 

"I'm  trying  to  train  him  by  having  him  keep  the  minutes  of  the 
R  and  D  committee  meetings,  having  him  help  set  priorities  on  proj- 
ects, and  by  working  up  his  own  budget.  He  has  made  a  tremendous 
amount  of  progress  since  we  set  up  the  department  last  November.  I 
think  in  time  we  will  be  able  to  handle  the  R  and  D  for  two  com- 
panies." 

"Yes,"  commented  the  researcher,  "I've  looked  at  the  minutes  of  the 
meetings.  I  noticed  that  they  have  gone  from  a  few  scribblings  to  notes 
organized  by  paragraphs." 

"There's  more  to  it  than  meets  the  eye,"  Mr.  Kramer  continued. 
"We  have  a  somewhat  personal  relationship.  1  used  to  work  with  him 
on  his  personal  finances.  He  went  into  business  for  himself  and  went 
into  the  hole.  When  he  came  to  work  here,  I  helped  him  set  up  a 
schedule  for  paying  back  the  most  anxious  creditors  first  and  then 
loaned  him  some  money  from  the  company  after  he  had  shown  that 
he  was  serious  about  paying  off  his  debts.  Later  we  arranged  a  mort- 
gage on  a  home  for  him. 

"You  have  probably  already  heard  that  one  year  he  gave  me  a 
packaging  machine  for  Christmas.  He  had  built  it  on  the  sly,  out  of 
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some  old  junk,  and  there  was  a  regular  presentation  out  in  the  fac- 
tory. It  was  a  big  moment  for  me  personally,  and  it  also  helped  the 
company  past  one  of  its  important  production  problems." 

#    #    #    #  # 

On  one  occasion  the  researcher  observed  a  quality-control  meeting 
in  which  Mr.  Lombard  and  Mr.  Kramer  revived  a  long-standing  dis- 
agreement over  an  issue  related  to  the  forming-machine  problem.  Mr. 
Lombard  became  irritated  during  the  meeting  at  Mr.  Kramer's  re- 
sistance to  "facing  up  to  the  need  to  change  the  raw  material,"  and 
he  blew  off  steam  when  Mr.  Kramer  excused  himself  to  take  a  phone 
call  in  another  office.  Upon  Mr.  Kramer's  return,  Mr.  Reiss  noted  that 
"the  consensus  of  all  of  us  was  that  we  are  going  to  have  to  face  up 
and  change  the  raw  material." 

EXCERPTS  FROM  A  QUALITY-CONTROL  MEETING 

H.  Reiss:  The  next  item  is  our  No.  108  bar.  The  problem  of  over- 
weight and  underweight. 

[Midway  had  a  problem  with  the  No.  108  bar,  the  half-pound  Mid- 
way bar.  Because  of  the  way  in  which  the  bar  was  formed,  its  weight 
could  not  be  controlled  precisely.  To  avoid  having  bars  returned  by 
state  inspectors,  the  manufacturing  department  set  the  mold  to  give 
good  measure,  but  the  weight  varied  from  IV2  to  10  ounces.  This  not 
only  caused  some  bars  to  be  returned  by  state  inspectors  as  underweight, 
and  subsequent  temporary  loss  of  customers,  but  in  addition  a  ten- 
ounce  bar  raised  raw  materials  costs  25%.  The  manufacturing  depart- 
ment had  tried  various  ways  of  reducing  the  overs  and  unders,  but 
with  only  partial  success.  In  1957  Mr.  Lombard  had  asked  for  $12,000 
to  buy  two  Toledo  in-line  check-weighing  scales  which  would  identify 
the  overs  and  unders  as  they  passed  down  the  line.  This  request  had 
been  rejected,  and  management  had  approved  purchase  of  two  $3,000 
scales  instead.  These  had  proved  inadequate  after  more  than  a  year's 
trial  and  adjustment,  and  the  problem  had  been  brought  up  again. 

Detection  of  the  overweight  and  underweight  bars  should  not  be 
confused  with  correcting  the  cause.  The  cause  was  the  forming  ma- 
chine, and  because  of  special  problems,  no  machine  could  be  purchased 
which  would  do  the  job  right  ( see  Midway  Foods  Corporation  [C] ) . 
But  the  scales  would  permit  the  department  to  control  underweight 
bars.  They  would  also  permit  reduced  raw  material  consumption  by 
minimizing  the  need  to  give  extra  weight  just  to  assure  not  being 
under.] 
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C.  Kramer:  When  are  we  going  to  get  those  new  scales  delivered 
Milt? 

M.  Lombard:    The  order  went  in  about  90  days  ago. 
C.  Kramer:    Yes,  but  how  long  before  they  will  be  delivered? 
M.  Lombard:    I  don't  know;  I  haven't  heard  from  Toledo. 
C.  Kramer:    Did  you  see  that  ad  I  put  on  your  desk  for  the  True 
Weight  scale? 

M.  Lombard:  Yes. 

C.  Kramer:    What  do  you  think  about  that? 

M.  Lombard:  Toledo  is  about  the  biggest  scale  maker.  I  think  if 
they  guarantee  to  do  it,  that  is  about  as  good  as  we  are  going  to  get. 

C.  Kramer:  Following  up  this  ad  and  asking  them  to  try  one  out 
in  our  plant  costs  us  nothing,  but  it  is  costing  us  money  to  wait  a  year 
and  a  half  for  Toledo. 

M.  Lombard:  We  knew  this  at  the  beginning.  We  were  risking 
this  when  we  decided  to  take  a  $3,000  scale  when  everyone  told  us  it 
would  take  a  $6,000  one. 

C.  Kramer:  No,  we  didn't  know  it,  Milt.  They  told  us  the  $3,000 
scale  would  do  it. 

M.  Lombard:    I  don't  think  it  was  prudent  to  depend  on  that. 

C.  Kramer:  It  is  prudent  to  believe  someone  when  he  says  he 
can  do  something. 

M.  Lombard:  I  don't  think  a  $3,000  one  can  do  the  job  that 
everyone  else  is  charging  $6,000  for. 

C.  Kramer:  Well,  let's  look  at  the  True  Weight.  It  can't  hurt  to 
look. 

#    #    #    #  # 

Maybe  you  should  run  a  little  cost  analysis  on  how  much  we  are 
losing.  If  10%  of  the  bars  are  off,  it  is  one  thing.  If  all  are  off,  it  is 
another. 

M.  Lombard:    We  have. 

C.  Kramer:  How  can  the  weight  vary  7V2  ounces  to  10  ounces 
when  it  goes  through  the  same  forming  process  each  time? 

M.  Lombard:    I  think  we  are  all  familiar  with  this. 

C.  Kramer:  No,  Milt,  we  are  not.  (Pause.)  Can't  somebody  spot 
a  three-ounce  difference  just  by  looking? 

M.  Lombard:    You  or  I  could. 

C.  Kramer:  I  don't  mean  us — I  mean  someone  from  the  regular 
work  force. 
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M.  Lombard:  Yes,  they  could  spot  some  of  them.  We  are  already 
doing  a  lot  of  this  visually. 

C.  Kramer:  How  about  trying  it  the  other  way?  Couldn't  we 
have  someone  stand  there,  maybe  with  a  pitcher  of  chocolate,  and  add 
to  the  low  ones? 

M.  Lombard:  He  only  has  about  36  inches  along  the  line  where 
he  could  work  [between  the  forming  machine  and  the  cooling  tunnel], 
and  these  bars  come  along  at  about  45  per  minute.  To  fill  one  he  would 
have  to  walk  alongside  it  and  pour.  We  would  need  a  crew  of  people 
for  it,  and  there  just  isn't  room  enough. 

#     #     #     #  # 

We  can  reduce  this  problem  by  a  slight  modification  in  one  of  the 
raw  materials.  [This  modification  would  cause  a  slight  change  in 
taste.] 

C.  Kramer:    You  still  haven't  sold  me  on  that  one. 
M.  Lombard:    You  aren't  willing  to  buy. 
O.  Lehman:    I  think  you  are  going  to  have  to,  Clark. 
C.  Kramer:    You  are  assuming  one  thing,  Milt.  You  are  assuming 
that  if  you  make  this  change,  they  will  all  come  out  the  same  size. 
M.  Lombard:    No,  I  am  not. 

C.  Kramer:    Then  you  are  still  talking  about  visual  inspection? 

M.  Lombard:  Of  course,  we  are  already  doing  that.  We  are  dis- 
carding over  25  c  c  of  our  production  on  this  item  at  present  just  with 
the  visual  inspection  of  overweight  or  underweight. 

C.  Kramer:  I've  never  seen  them  removing  the  bars  from  the 
line. 

M.  Lombard:  How  often  have  you  been  down  there  in  the  plant 
— five  minutes?  Five  minutes  out  of  2,400  minutes  in  the  week?  We 
don't  run  the  half-pound  bar  all  the  time. 

[Discussion  continued  for  15  minutes,  at  which  point  Mr.  Kramer 
excused  himself  to  answer  phone  in  another  office.] 

H.  Reiss:    You  were  hitting  pretty  low,  Milt. 

M.  Lombard:  He  was  leading  with  his  chin;  that  is  the  only  rea- 
son I  hit  him.  We  have  been  over  and  over  this. 

O.  Lehman:  But  you  were  really  slugging  hard  about  being  down 
in  the  plant. 

M.  Lombard:  I  only  did  it  because  I  am  tired  of  it.  We  have 
been  at  this  for  over  a  year. 

H.  Reiss:    But  you  are  hitting  below  the  belt. 
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M.  Lombard:  As  I  say,  we  have  been  at  it  a  long  time.  You  tend 
to  forget  these  things  up  here  on  Michigan  Avenue.  You  have  a  nice 
view  out  the  window  and  you  tend  to  forget  Maxwell  Street,  but  we 
are  still  a  Maxwell  Street  operation. 

H.  Reiss:  There  vou  go  again,  Milt,  vou  have  got  us  below  the 
belt. 

*    #    *    #  * 
Isn't  there  something  we  can  dd? 

M.  Lombard:  Sure,  we  can  change  our  ingredient.  He  knows  that. 
It  costs  $4,500  to  get  the  machine  to  do  it.  The  result  wouldn't  taste 
quite  as  good;  no  question  about  that.  It  is  a  question  of  what  you 
want.  Make  investigations;  keep  on  investigating.  We  have  been  at  it 
for  a  year  and  a  half. 

O.  Lehman:    It  is  the  same  problem  we  have  in  R  and  D. 

M.  Lombard:    But  you  fellows  didn't  back  me  up  on  it. 

H.  Reiss:  What  do  you  want  from  me?  I  wouldn't  stake  my  life 
on  it. 

M.  Lombard:  It  doesn't  take  an  engineer  to  figure  out  this  one. 
But  the  disadvantage  is,  I  am  not  an  engineer.  An  engineer  could  sew 
this  one  up  with  technical  language  and  what  not. 

[Discussion  proceeded  on  a  packaging  problem  as  Mr.  Kramer  re- 
turned. The  gackaging  question  was  concluded,  and  Mr.  Kramer 
brought  the  meeting  back  to  THeTaw  materiaTHquestion.] 

C.  Kramer:  I  left  when  you  were  talking  about  the  half-pound 
bar. 

H.  Reiss:  Well,  the  concensus  from  all  of  us  was  that  we  are  going 
to  have  to  face  up  and  change  the  raw  material. 

M.  Lombard:    It  will £educe_our , re jects  about  50^. 

C.  Kramer:  Can  we  do  something  to  test  this?  Could  we  send 
them  out  for  a  week  to  somebodv  else  who  can  do  it?  Can  we  test  it 
and  see  before  we  sink  S4,500  into  a  machine? 

[Mr.  Lombard  described  several  machines  which  could  be  used  and 
discussed  companies  which  might  be  willing  to  run  the  tests  for  about 
a  week.  Mr.  Kramer  asked  a  question  about  a  particular  machine 
which  he  had  heard  about.  Then  he  asked  if  that  machine  could  be 
purchased  at  a  cost  of  about  S500.} 

M.  Lombard:  I  don't  think  so,  because  that  machine  is  a  rebuild; 
it's  held  together  by  baling  wire.  When  we  saw  it  operate,  it  dropped 
ruts  and  bolts  into  the  product. 

C.  Kramer:  Weil,  the  thing  to  do  is  to  get  this  thing  tried  out. 
Will  you^report  back  on  this  at  the  next  meeting? 
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This  case  describes  some  of  the  functions  of  Midway's  president  and 
general  manager,  Mr.  Clark  Kramer,  as  he  worked  with  his  top-man- 
agement group.  First,  it  focuses  on  several  general  management  meet- 
ings at  which  operating  problems  with  major  policy  implications  were 
discussed.  Second,  it  presents  selected  organizational  data,  including 
descriptions  of  (a)  the  "climate"  in  which  the  organization  operated; 
(b)  the  manner  in  which  Mr.  Kramer  dealt  with  problems  of  or- 
ganizational status;  (c)  a  proposed  change  in  the  Midway  organiza- 
tion; and  (d)  the  changing  relationship  of  Mr.  Kramer  and  Mr. 
Lombard.1  Finally,  the  case  presents  Mr.  Kramer's  philosophy  about 
"self-development"  and  the  general  manager's  role. 

OPERATING  PROBLEMS  AND  COMPANY  POLICY 

On  one  occasion  Midway  held  a  general  management  meeting  to 
consider  the  question  of  expansion.  The  discussion  raised  the  possi- 
bilities of  buying  companies,  launching  new  brands,  and  integrating 
vertically  into  the  manufacturing  of  raw  materials  used  at  Midway. 
Mr.  Nagle2  suggested  that  integration  might  save  money  for  Midway 
on  raw  materials  as  well  as  generate  profits  through  sales  to  outside 
users. 

B.  Nagle:  About  half  of  the  dollars  that  go  into  our  plant  are  in 
raw  materials,  and  why  shouldn't  we  consider  this?  Why  not  integrate 
and  process  raw  materials — say  chocolate,  for  instance? 

C.  Kramer:  The  basic  material  is  the  cocoa,  and  cocoa  has  real 
manufacturing  problems. 

B.  Nagle:  Well,  why  couldn't  we  do  a  good  job  of  it?  Get  an 
economic  operation  of,  say,  $3-$4  million  in  the  chocolate-coating 
business.  We  could  use  some  here  and  ship  to  Philly,  plus  selling  on 
the  outside. 


1  Mr.  Milt  Lombard,  manufacturing  vice  president  of  Midway  Foods. 

2  Mr.  Ben  Nagle,  administrative  vice  president. 
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M.  Lombard:  That  is  a  treacherous  business  to  get  into,  both 
from  the  commodity  standpoint  and  from  manufacturing. 

C.  Kramer:  There's  been  one  thing  that  we've  adhered  to  here 
so  far.  We're  not  picking  up  anything  for  any  corollary  reasons;  it  must 
be  a  marketable  product  so  we  can  use  our  marketing  skills  to  do  it 
better  than  somebody  else. 

H.  Reiss:3  Several  people  have  been  successful  in  industrial 
chocolate,  so  it  doesn't  seem  to  bear  you  up,  Clark. 

C.  Kramer:  That's  not  contrary  to  my  point;  only  some  are 
profitable,  as  you  admit,  but  our  strength  is  in  marketing. 

H.  Reiss:  We  could  be  investing  to  buy  strength  in  one  of  our 
weak  areas. 

C.  Kramer:  But  we  don't  know  where  the  strength  in  chocolate 
manufacturing  is.  We  know  some  of  these  manufacturers  do  well,  but 
we  don't  know  how  they  do  it. 

B.  Nagle:  Well,  with  a  fresh  approach  we  could  do  better  than 
some  of  those  obsolete  chocolate  plants.  I  know  that  much. 

H.  Reiss:  Come  on  now,  Ben,  what  kind  of  engineering  power 
have  we  demonstrated?  What  sort  of  strength  do  we  have? 

B.  Nagle:  I'm  saying  we  could  take  a  new  approach.  When  was 
the  last  plant  east  of  the  Mississippi  built? 

M.  Lombard:    Just  after  the  turn  of  the  century. 

B.  Nagle:    Right.  Doesn't  that  indicate  something? 

H.  Reiss:    It  doesn't  prove  they're  inefficient. 

B.  Nagle:    Well,  we  can  do  better. 

C.  Kramer:  Ben  has  a  point.  We  probably  could  do  better  and 
have  fun  showing  the  industry.  You  have  a  good  point,  Ben,  but  I 
wonder  if  you're  beating  it  to  death. 

■sit         Jfc  4fc 

•TV-  *7\*  W  TV*  *7v" 

The  Main  Line  plant  at  Philadelphia  was  a  modern  structure  de- 
signed for  food  manufacturing.  Following  Midway's  purchase  of 
Main  Line,  all  but  two  products  had  been  discontinued,  one  entire 
production  line  had  been  shut  down,  and  the  second  line  operated  on 
a  one-shift  basis.  The  manufacturing  vice  president  stated  that  the 
plant  was  being  used  at  about  20%-22%  of  two-shift  capacity.  At  a 
general  management  meeting,  Mr.  Nagle  raised  the  question  of  put- 
ting this  excess  capacity  to  use.  "Since  we  already  have  the  bricks  ancf^' 
mortar,  it  wouldn't  require  a  capital  expenditure  and  it  would  add  very 
little  to  our  overhead  costs.  It  would  take  a  little  money  to  carry  the  v 

3  Mr.  Hal  Reiss,  marketing  vice  president. 
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inventory  and  the  receivables,  but  very  few  companies  have  an  oppor- 
tunity like  this  staring  them  in  the  face."  The  discussion  which  follows 
is  an  excerpt  from  a  general  management  meeting: 

B.  Nagle:  Here  is  a  plant  out  in  Philly  running  at  20  of  capac- 
ity, all  right?  We  can't  use  it  to  spurt  forward  on  William  Penn  or 
Liberty  Bell— we're  not  ready.  And  Hal  doesn't  think  another  brand- 
name  product  at  this  point  is  advisable.  How  can  we  use  this  capacity? 
Another  approach  might  be  to  put  on  another  sales-type  guy  in  the 
marketing  department  or  under  the  manufacturing  man  to  sell  private 
brands,  to  go  around  to  other  .... 

C.  Kramer:    Private  brands  of  what? 

B.  Nagle:  Candy. 

C.  Kramer:    What  kind  of  candy? 

B.  Nagle:  Well,  I  don't  know  about  this.  Let  me  just  finish  what 
I'm  trying  to  tell  you.  There  must  be  companies,  as  Midway  was  a  few 
years  ago  or  is  today,  that  are  running  at  100f7  of  capacity  or  1 10%  of 
capacity  or  90  %  of  capacity  which  don't  have  the  money  to  put  into 
machinery  or  plant  and  would  like  to  expand  and  put  out  another 
product.  We  could  do  this  on  a  commission  basis,  perhaps,  I  don't  know 

C.  Kramer:  Why? 

B.  Nagle:     Because  we  have  a  plant  out  there  that's  idle! 

C.  Kramer:  What  makes  you  think  that  that  means  we  have  to 
use  it — all  this  idle  capacity? 

B.  Nagle:  I'm  not  saying  we  have  to  use  it,  but  when  we  have 
this  staring  us  in  the  face  we  should  bring  some  of  it  to  ...  . 

M.  Lombard:  If  I  may  just  get  this  in,  it  may  help  a  little.  It 
isn't  as  if  we  have  ten  machines  and  are  running  two  while  eight  are 
standing  idle. 

C.  Kramer:  Well,  I  would  disagree  to  an  extent  on  that,  Milt. 
You  could  use  them  for  a  complementary  product.  I  mean  you  could 
use  the  other  80%  if  you  had  a  product  that  could  use  that  equipment. 

M.  Lombard:  Well,  we  can  only  pour  and  cut  the  very  same 
product,  unless  you  want  to  put  out  William  Penn  under  another  name, 
a  private  brand,  in  conjunction  with  your  own. 

C.  Kramer:  Well,  with  very  little  alterations  you  could  pour 
and  cut,  say,  a  coconut  bar,  perhaps,  or  a  mint  bar,  or  another  type — 
as  long  as  that  equipment  could  be  used. 

M.  Lombard:  We'd  have  to  spend  some  decent  money  for  con- 
version. 

C.  Kramer:    Well,  from  Ben's  point  of  view,  with  a  compatible 
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type  of  product  the  equipment  could  be  utilized.  So  let's  not  confuse 
him  with  production  details. 

B.  Nagle:    That's  my  whole  point. 

C.  Kramer:    Go  ahead. 

B.  Nagle:  Well,  I  think  it  is  possible  for  us  to  make  stuff  for 
somebody — like  that  guy  who  asked  us  about  a  coconut  bar.  They'll  do 
all  the  marketing.  We'll  just  manufacture  it.  Industrial  selling,  I  would 
call  it. 

C.  Kramer:  Well,  Ben,  from  a  marketing  point  of  view  this  type 
of  business  is  the  worst  business,  because  if  we  do  operate,  let's  say,  as 
a  slack  taker-up  for  a  guy  that's  operating  at  90%  of  his  capacity  or 
100%  of  his  capacity  and  his  business  drops  off,  he  cuts  out  our  busi- 
ness. 

B.  Nagle:  Agreed! 

C.  Kramer:    Now,  we  don't  want  to  spend  any  of  our  efforts,  at 
least  I  don't  want  us  to  spend  any  of  our  efforts,  along  lines  like  those 
because  they  are  short-range,  nonproductive  lines.  If  we  were  operating    ,  \  a 
at  a  loss  out  there  I  would  say,  yes,  let's  rush  out  and  let's  get  any 
business  we  can  and  let's  put  it  in  there. 

But  right  now  I  want  to  save  the  excess  capacity  of  that  plant  for  . ,( 

two  purposes:  Number  .one,  for  the  increase  in  production  we  may  C 
need  for  William  Penn  and  Liberty  Bell,  because  I  believe  we'll  need;  : 
it.  Number  two,  for  one  other  product,  or  one  other  product  line.  It 
mayjbeJBLDiin_Hood,  for  example.  We  are  working  on  Sherwood  to 
manufacture_oyer  here,  and  if  we  got  Robin  Hood  in  Philly  we'd  have 
no  slack,  you  see?  But  even  if  we  don't  get  Robin  Hood  in  there, 
eventually  we  may  get  something  else.  Whatever  it  is,  we  want  it  as 
a  brand-name  item. 

B.  Nagle:  I'm  not  saying  we  should  do  anything  about  it.  I'm  say- 
ing here's  a  fact  of  life.  Eighty  per  cent  of  capacity  is  idle.  I  think  we 
should  talk  about  it  and  not  start  off  with  a  negative  approach.  I  think 
this  thing  could  be  developed  into  something.  Maybe  one  shots — a 
Mickey  Mantle  candy  bar. 

C.  Kramer:  Well,  I  don't  like  one  shots,  either.  If  we  want  to 
go  out  and  put  out  a  Mickey  Mantle  candy  bar  and  we  are  ready  to 
pay  the  price  .... 

B.  Nagle:    Of  failure  .... 

C.  Kramer:  Then  let's  do  it.  But  if  we're  not  ready  to  pay  the 
price,  let's  not  do  it  just  because  we  can  sell  $100,000  worth  this  year 
and  it'll  help  our  plant  overhead.  It's  not  worth  it. 

B.  Nagle:    I'm  not  saying  that.  But  every  year  there's  a  Mickey 
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Mantle,  or  a  Pat  Boone,  or  an  Elvis  Presley  ....  Every  year  some 
new  guy  hits  the  scene.  I  imagine  there's  a  market  for  this  kind  of 
thing. 

C.  Kramer:  But  we're  not  in  that  business;  we're  in  a  staple 
candy  business.  The  minute  we  go  in  for  the  Mickey  Mantle,  unless 
we  intend  to  try  to  make  the  Mickey  Mantle  into  another  Baby  Ruth 
and  give  it  everything  that's  required,  we're  in  a  different  business, 
and  I  know  of  no  reason  to  get  into  that  business.  It's  not  a  particu- 
larly profitable  business. 

B.  NAGLE:    Has  it  been  tried  in  the  candy  business? 

C.  Kramer:    It's  tried  every  year. 

#    #    #    #  # 

Four  months  prior  to  the  establishment  of  an  R  and  D  department, 
two  men,  a  salesman  and  an  engineer,  representing  a  large  American 
machinery  manufacturing  company,  visited  Midway.  The  company  was 
well  known  for  its  standard  types  of  food  manufacturing  equipment  as 
well  as  for  its  special-purpose,  made-to-order  machines.  The  two  rep- 
resentatives had  proposed  that  Midway  make  a  contribution  to  the 
development  expenses  for  new  forming  machines,  in  return  for  which 
Midway  would  receive  a  discount  on  the  purchase  price  of  the  finished 
machines.  The  salesman  said  the  new  machines  would  cost  about 
S3 0,000  each,  delivered  and  installed.  It  was  their  second  visit  to  Mid- 
way. 

C.  Kramer:    You're  asking  us  to  let  you  roll  the  dice  for  $50,000, 
but  we  want  to  roll  them  at  that  price. 

Salesman:    But  I'm  confident  we  can  do  it. 

C.  Kramer:    Look,  Dwight  Eisenhower  couldn't  convince  us. 

Salesman:    I'm  sure  you  have  an  open  mind.  That's  all  I  ask. 

C.  Kramer:    You're  wrong.  It's  not  at  all  open. 

Salesman:    Please,  just  a  little  open.  We  want  you  as  our  partner. 
We're  gambling  more,  but  we  want  you  to  play  along. 

C.  Kramer:  Look,  you're  a  terrific  salesman,  but  no  sale.  I've  just 
got  to  watch  the  dollars.  I  can't  take  that  kind  of  chance.  This  is  one 
chance  I  don't  think  we  should  take.  I  can't  tell  vou  how  to  do  it  or 
what  way  it  can  be  done.  I  don't  have  any  suggestions. 

Engineer:    We  got  started  on  all  this  by  looking  through  your^ 
factory.  We  noticed  that  you're  turning  out  a  lousy-looking  piece  of 
candy.  We  know  that  it  can  be  better  than  that.  / 

C.  Kramer:    You're  right.  / 
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Engineer:    Besides  that,  you'te  wasting  raw  materials. 

C.  Kramer:  O.  K.  But  that's  not  the  point.  I  want  a  guarantee. 
I'll  pay  $60,000  instead  of  $48,000  if  you'll  guarantee  that  the  ma- 
chine will  be  up  to  our  specifications. 

Engineer:  But  we'll  never  quit.  We'll  work  on  it  day  and  night. 
We  will  put  our  two  best  engineers  on  it.  We  need  your  help  or  we 
wouldn't  try.  But  you've  got  to  have  some  confidence  in  us.  And  it's 
only  human  nature  to  be  more  helpful  when  you  have  a  financial  stake 
in  something. 

C.  Kramer:  There's  no  doubt  about  it.  But  as  badly  as  we  want 
this,  we  will  not  make  that  kind  of  business  decision.  But  your  price 
is  cheap.  Charge  us  more  on  your  first  one  if  it  works.  It'll  be  worth 
a  lot  if  it  works,  but  it's  not  worth  $10  if  it  doesn't.  I  can  amortize 
it  quickly  out  of  the  savings.  So  look  over  your  figures  again. 

Salesman:  Can't  you  see  we  have  a  reputation  at  stake  in  this? 
We'll  just  have  to  come  through  for  you. 

C.  Kramer:  There's  nothing  wrong  with  an  honest  mistake.  You 
might  think  you  could  make  it  and  then  wind  up  with  some  reasons 
why  you  couldn't. 

Salesman:  We're  not  willing  to  go  to  all  this  development  ex- 
pense without  a  little  moral,  spiritual,  and  financial  support  from  you 
people.  We're  willing  to  work  this  out  for  you,  but  we  need  your  sup- 
port. 

C.  Kramer:  I  don't  want  this  as  a  favor.  Make  a  killing  for  your- 
self. Favors  always  cost  me  twice  as  much.  Look,  Milt  Lombard  and  I 
will  go  over  this  again  and  see  what  happens.  But  I  don't  think  we'll 
come  up  with  anything. 

Engineer:    But  you  can't  afford  not  to  do  this. 

C.  Kramer:    But  I  can  afford  not  to  do  it  today. 

M.  Lombard:  Look,  Clark  is  offering  $12,000  extra.  He  doesn't 
do  that  every  day.  (Pause.)  All  right,  gentlemen,  that's  it. 

ESTABLISHING  AND  WORKING  WITH  THE  ORGANIZATION 

Mr.  Kramer  had  developed  the  Midway  organization  partly  around 
specialization  by  functional  areas,  e.g.,  marketing,  manufacturing, 
R  and  D,  and  administration  (Midway  Foods  Corporation  [C]); 
partly  around  specialization  by  type  of  skill,  e.g.,  managerial  and  cleri- 
cal (Midway  Foods  Corporation  [D-l});  and  partly  around  personal 
abilities  and  interests,  e.g.,  R  and  D  and  purchasing  (Midway  Foods 
Corporation  [E-l] ).  He  stated  that,  of  the  three,  personal  abilities  and 
interests  were  probably  the  basic  determinant  of  Midway's  top-man- 
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agement  organization.  Three  additional  examples  of  organization 
around  personal  abilities  seemed  apparent  to  the  researcher. 

The  first  example  was  the  job  assignment  of  Mr.  Andy  Kallal,  sales 
vice  president,  who  had  long  since  been  freed  from  administrative 
duties  to  work  full  time  as  Midway's  'ambassador  to  the  trade."  Mr. 
Kallal  operated  without  an  office  or  any  clerical  assistance  and  de- 
voted almost  all  his  time  to  personal  selling.  While  he  was  contacted 
by  long-distance  phone  for  information  or  advice,  his  basic  form  of 
communication  with  the  home  office  was  by  handwritten  letter.  "Andy 
was  instrumental  in  getting  this  company  established  with  the  trade," 
said  Mr.  Kramer.  "Working  out  in  the  field  is  where  Andy  is  most 
effective,  and  it's  what  he  likes." 

A  second  example  was  the  continued  development  of  cost  data4  and 
return  on  investment  analysis  by  the  manufacturing  department.  Mr. 
Lombard's  accounting  background  made  this  a  "natural,"  and  he  con- 
tinued to  supervise  the  cost  controls  for  the  manufacturing  department. 

A  third  example  was  Mr.  Kramer's  review  of  each  equipment-pur- 
chase decision  and  his  exercise  of  personal  decision-making  authority 
in  each  case.  His  engineering  background  contributed,  in  these  in- 
stances, to  his  assuming  the  role  of  an  operating  officer  rather  than 
of  a  top  manager. 

Organizational  Climate.  In  discussing  Midway's  organizational  cli- 
mate, Mr.  Kramer  indicated  why  and  how  he  attempted  to  create  a 
"peer-group  atmosphere,"  especially  in  discussion  groups  and  commit- 
tee meetings.  "We  have  some  special  problems  here  with  all  of  us 
being  about  the  same  age,"  he  said.  "We  need  a  spirit  of  teamwork, 
more  or  less  among  equals,  and  I  try  to  encourage  this.  If  I  were  20 
years  older  than  these  fellows,  it  wouldn't  be  appropriate.  But  since 
we're  about  the  same  age  I  try  to  behave  as  a  participant  sometimes — 
as  an  equal — so  that  people  won't  always  be  conscious  that  I'm  the 
president.  While  this  may  not  be  a  conventional  way  for  a  president 
to  behave,  I  think  it  will  benefit  our  company.  I  think  it  lets  us 
work  together  more  effectively. 

"Sometimes  it's  not  an  easy  role,  either.  If  I  were  60  years  old,  the 
others  would  tend  to  have  a  certain  respect  for  age  and  length  of 
service,  unless  I  was  always  wrong,  of  course.  But  this  way  I'm  al- 
ways open  to  challenge.  It  means  I  have  to  be  on  my  toes,  in  one 
sense,  and  in  another  sense  I  have  to  be  willing  to  accept  the  chal- 
lenge. I  can't  let  myself  get  irritated  or  suddenly  insist  on  my  preroga- 


4  Midway  did  not  have  a  formal  cost  accounting  system. 
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fives  as  the  president.  Of  course,  I  can't  altogether  escape  the  presi- 
dent's role,  but  I  try  to  as  long  as  an  issue  is  unresolved.  Modifying  the 
traditional  president's  role  is  an  important  part  of  the  kind  of  atmos- 
phere I'm  trying  to  build  here. 

"My  behavior  in  meetings  is  one  aspect  of  building  a  climate.  I  try 
to  maintain  a  peer-group  atmosphere  where  there  can  be  real  give  and 
take  among  equals.  Another  aspect,  I  would  say,  is  encouraging  group 
activities.  We  have  an  investment  group  for  speculating  in  commodity 
futures;  Ben,  Hal,  and  I  are  doing  a  little  trading  for  a  group  account. 
Milt_ wasn't  interested,  but  Hal  and  Ben  thought  that  as  long  as  we 
had  a  good  feel  for  the  cocoa  market,  we  might  as  well  make  a  little 
money  for  ourselves.  Also,  last  year  we  began  to  have  formal  general 
management  meetings  among  the  four  of  us  out  at  my  house,  partly 
to  get  away  from  interruptions  and  partly  to  encourage  a  sense  of  team- 
work. 

"A  third  aspect  of  the  climate  here  is  the  atmosphere  in  my  office. 
I  try  to  keep  it  informal,  to  make  it  understood  that  people  can  walk 
in  and  discuss  something  that  is  on  their  minds.  In  this  respect  I  think 
I  have  been  somewhat  successful.  My  day  is  like  a  continuous  meeting; 
people  come  in  and  talk  for  a  few  minutes  about  something  they  may 
have  brought  up  two  weeks  ago.  Another  few  minutes  spent  in  talking 
about  it,  some  more  ideas,  and  the  problem  is  nearer  solution.  This  is 
particularly  true  with  Hal  and  myself;  we  complement  each  other's 
thinking  very  well. 

"While  this  may  sound  as  though  Midway  were  run  by  conversations 
and  committees,  there's  one  thing  you  should  understand.  No  one  re- 
ports to  a  committee  here.  Committees  don't  have  responsibility;  only 
individuals  have  it." 

Thf>  p^a^her  obgfTvrd  that  numerous  short,  impromptu  meetings 
took  place  in  Mr.  Kramer's  office  during  the  day.  As  often  as  not  the 
initiative  for  the  meetings  came  from  a  subordinate  who  would  poke 
his  head  into  Mr.  Kramer's  office  and  ask  if  he  had  a  few  minutes  to  | 
talk  about  a  topic.  At  these  meetings  it  was  unusual  for  anyone  to 
wear  a  coat,  and  people  took  seats  at  random  in  the  office. 

Midway  also  had  three  groups,  formally  recognized  as  committees, 
that  met  regularly  at  agreed-upon  times.  Each  group  had  a  typed-up 
agenda,  a  member  designated  as  secretary  who  took  notes  and  pre- 
pared the  agenda,  and  a  regular  membership  ( Exhibit  1 ) .  At  such 
meetings  Mr.  Kramer  generally  opened  the  discussion  by  asking, 
"What's  on?"  The  secretary  would  respond  with  a  brief  comment  on 
the  agenda,  and  then  the  group  would  take  a  few  minutes  to  establish 
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the  priority  of  topics  to  be  discussed.  (An  agenda  for  a  general  manage- 
ment meeting  is  given  in  Exhibit  2.)  Mr.  Kramer  would  then  ask 
someone  to  explain  the  first  topic  to  the  group. 

The  researcher  noticed  that  Mr.  Kramer's  behavior  in  meetings  had 
several  characteristics.  He  usually  did  not  dominate  the  meetings,  and  it 
was  not  uncommon  for  him  to  talk  the  least.  He  rarely  criticized  any- 

Exbibit  I 

MIDWAY  FOODS  CORPORATION  (E-2) 
Committee  Membership 

General  Management: 
Clark  Kramer 
Milt  Lombard 
Ben  Nagle* 
Hal  Reiss 

Quality  Control: 
Clark  Kramer 
Milt  Lombard 
Hal  Reiss* 
Otto  Lehman 

RandD: 

Clark  Kramer 
Milt  Lombard 
Otto  Lehman* 

*  Secretary  to  the  committee. 
Source:  Company  records. 

one,  but  often  asked  questions  about  specific  points  or  to  clarify  what 
topic  was  being  discussed.  Unless  asked,  he  did  not  often  give  his  own 
opinions;  more  often  he  summarized  what  had  been  said  and  asked  the 
group  to  move  on.  At  the  end  of  a  meeting  he  often  summarized  what 
had  been  decided  and  also  commented  on  how  the  group  had  used  its 
time. 

The  researcher  noted  that  others  present  at  Midway  meetings  stated 
their  opinions,  often  disagreed  vigorously  with  one  another,  sometimes 
criticized  or  "needled"  one  another,  and  not  infrequently  disagreed 
with  the  president  when  he  stated  his  opinion  or  when  his  opinion  was 
already  known.  The  researcher  believed  that  each  of  the  three  vice 
presidents  participated  about  equally  in  meetings  and  that  each  was  a 
vigorous  participant. 

The  researcher  asked  Mr.  Kramer  if  having  such  an  open,  informal 
atmosphere  didn't  mean  there  would  be  times  when  the  group  would 
come  up  with  an  answer  that  differed  from  his  own. 
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"Yes,  butjrny  objective  in  meetings  is  generally  to  get  the  best  re- 
not  to  se^  an  answer.  I'm  not  trying  to  bring  others  around  to  my 
viewpoint  all  the  time — that  would  be  a  lecture,  not  a  meeting. 

"There  are  a  couple  of  different  ways  of  conducting  a  meeting: 
( 1 )  There  are  meetings  to  discuss  things  where  I  don't  have  an  answer 
when  the  meeting  begins.  I  want  the  decision  to  emerge  from  the  dis- 
cussion. Sometimes  the  group  will  decide,  or  an  answer  will  emerge, 
and  that  will  end  the  matter.  Sometimes  I  will  suddenly  see  the  answer 


Proposed  by: 
C  Kramer 

B.  Nagle  ' 

C.  Kramer- 
B.  Nagle  i 

C  Kramer  ; 

B.  Nagle;< 

B.  Nagle 

B.  Nagle 

C.  Kramer- 
C.  Kramer 
C.  Kramer 

C.  Kramer 
C.  Kramer 
H.  Reiss  i 
H.  Reiss 


Exhibit  2 

MIDWAY  FOODS  CORPORATION  (E-2) 
General  Management  Meeting 
February  14,  1959 


7. 

8. 

9. 
10. 
11. 

12. 
13. 
14. 
15. 


Main  Line  Foods,  Inc. — "big  picture"  review. 

Titles  and  Salary  Review. 

Plant  Visits — for  groups  of  children. 

Executive  Dining  Room — status  after  move  to  Prudential 

Building. 

United  States  and  World  Population — future  forecasted 
levels:  1960-70,  etc. 

Prudential  Building — advance  preparation  for  actual  mov- 
ing- 

New  Bar — status. 

Industrial  Relations — staff  position — further  discussion. 
Nonunion  Employees  Pension  Plan. 
Research  and  Development  Program — status. 
European  Economic  Community — investigation  of  Mid- 
way overseas  affiliation. 
Seal  Closure — Midway. 
Mickey  Mantle. 
Private  Brand — policy. 

Outside  Selling  Organization — Midway — brokers'  long- 
term  relationship. 


Source:  Company  records 


as  the  meeting  goes  on.  Maybe  one  of  the  others  will  have  stated  it  or 
suggested  something  which  triggers  the  idea  for  me.  But  I  don't  end 
the  discussion  as  soon  as  I  see  it  because  I  don't  want  it  to  look  as 
though  one  man  hit  it  and  the  rest  did  not.  I  want  the  answer  to  have 
emerged  from  the  group,  so  I  let  the  discussion  go  on  until  the  idea 
has  been  accepted.  I  think  that  helps  foster  free  discussion — rather  than 
having  people  worrying  about  coming  up  with  an  idea  that  may  not 
turn  out  to  be  the  one  that  we  adopt.  ( 2 )  Of  course,  sometimes  I  have 
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made  up  my  mind  beforehand,  and  the  meeting  is  to  achieve  acceptance 
of  a  viewpoint." 

Organizational  Status.  Mr.  Kramer's  contacts  with  Hal  Reiss,  Ben 
Nagle,  and  Milt  Lombard  were  frequent  and  informal,  and  to  a  lesser 
degree  the  same  was  true  of  his  relationships  with  Andy  Kallaf  and 
Otto  Lehman.6  However,  the  researcher  observed  that  it  was  uncommon 
for  Mr.  Kramer  to  speak  to  others  in  the  organization.  Usually  he  spent 
almost  all  his  time  at  the  company  in  his  own  office.  The  researcher 
also  noted  that  meetings  attended  by  Mr.  Kramer  took  place  either  in 
his  own  office  or  at  his  home,  not  in  the  offices  of  other  executives. 


C.  Kramer:  I  have  given  each  of  the  vice  presidents  a  stock  in- 
terest in  Main  Line,  to  give  them  part  of  the  equity.  It  is  to  help  foster 
team  spirit  here.  It  has  a  restriction  on  it — they  can  be  forced  under 
certain  conditions  to  sell  it  back  to  the  company.  Not  give  it  back,  but 
sell  it  back. 

Researcher:    Have  they  received  the  certificates? 

C.  Kramer:  No  they  haven't.  There  is  a  technicality  holding  it 
up.  But  I  have  given  them  my  word  that  they  have  it. 

Researcher:    Did  each  get  the  same  amount? 

C.  Kramer:  Yes,  Andy  got  a  smaller  amount,  but  the  three 
others  got  the  same  amount.  That  was  a  tough  decision,  one  that  I 
had  to  make  myself.  In  terms  of  their  value  to  the  company,  they 
should  get  different  amounts.  And  in  terms  of  their  own  personal 
needs,  they  should  get  different  amounts.  Ben  has  a  personal  need  for 
more  than  anyone  else.  But  I  thought  it  more  important  to  satisfy 
group  needs  than  personal  needs — and  equality  seemed  the  way  to  help 
teamwork. 

Several  weeks  later  Mr.  Kramer  sent  Mr.  Nagle  the  memo  to  raise 
Mr.  Reiss'  pay  from  Main  Line  by  $50  a  week  (Midway  Foods  Cor- 


poration [E-l]). 


The  researcher  had  occasion  to  discuss  with  Mr.  Kramer  the  furni- 
ture at  the  new  offices. 

C.  Kramer:  I've  told  them  they  can  buy  new  office  furniture. 
[The  old  desks  had  been  moved  in  from  Cicero  to  the  new  offices  in 
the  Prudential  building.]  I  was  going  to  do  it,  but  Milt  said  he  would 

5  Mr.  Andy  Kallal,  sales  vice  president. 
f;  Mr.  Otto  Lehman,  director  of  R  and  D. 
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like  his  in  colonial,  so  I  gave  each  the  same  amount  of  money  and  sug- 
gested they  select  their  own — any  kind  they  wanted. 

Researcher:    They  each  got  the  same  amount  of  money? 

C.  Kramer:  Yes.  And  Hal  got  an  additional  amount  to  buy  a 
coffee  table  and  some  chairs  for  his  office.  He  is  going  to  have  a  con- 
ference area  in  his  office  like  the  one  here. 

At  the  direction  of  Mr.  Kramer,  the  new  offices  in  the  Prudential 
building  had  been  brightly  decorated  with  an  orange  wall  in  the  cen- 
tral office  area;  individual  office  walls  ranged  from  lemon  yellow  to 
paprika  red.  All  of  the  offices  could  be  described  as  simply  and  uni- 
formly furnished,  with  each  of  the  executives  having  the  same  type 
and  size  of  desk  as  the  ones  occupied  by  the  clerks  and  secretaries,  and 
all  executives  except  Mr.  Kramer  having  a  single  black  telephone.  Mr. 
Kramer  had  a  push-botton  speaker  which  could  be  used  to  let  others 
in  the  room  hear  and  talk  with  the  person  on  the  other  end  of  the 
phone.  He  also  had  a  private  telephone.  Another  exception  to  the 
uniformity  was  the  floor  tile.  Most  of  the  office  area  had  a  gray  tile 
floor,  the  offices  of  the  three  vice  presidents  had  white  tile,  and  the 
president's  office  had  a  cork  floor.  When  the  researcher  commented  on 
the  cork  floor,  Mr.  Kramer  smiled  and  said  that  if  he  had  known 
how  good  looking  the  white  tile  would  be,  he'd  have  gotten  the  same. 
The  cork,  he  added,  was  expensive. 

Organizational  Change.  At  a  general  management  meeting  in 
Febru^y^^lSJ-^Mir'T"  Kmrner-raised  a  question  of  possible  organiza- 
tional change:  Was  Midway  ready  for  staff  assistance  in  the  area  of 
employee  relations?  It  was  the  first  time  the  matter  had  been  formally 
discussed ^ir Midway,  and  much  of  Mr.  Kramer's  participation  was  an 
elcplan^^  might  do  and  how  he  might 

fit  into  the  organization^ 

C.  Kramer:    What's  next,  Ben? 

B.  Nagle:  Well,  the  last  time  we  met  you  asked  me  to  look  into 
methods  of  evaluating  executive  personnel.  I  wrote  a  memo  to  all  of 
you  on  it.  It's  a  very  technical  subject.  I  have  enough  background  on  it 
to  take  two  hours.  It  would  take  two  hours  just  to  discuss. 

C.  Kramer:  Well,  do  you  suggest  we  have  a  special  session  just 
on  that? 

B.  Nagle:  I  don't  think  we  can  cover  it  today  or  even  touch 
on  it. 

C.  Kramer:  I  see.  Do  you  think  there  is  any  tie-in  with  over-all 
employee  relations? 

B.  Nagle:    Oh,  sure,  a  definite  tie-in. 
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Mr.  Kramer  asked  each  vice  president  how  much  time  he  spent  in 
the  area  of  employee  relations  and  if  he  thought  more  time  and  atten- 
tion would  be  desirable.  Each  vice  president  indicated  how  he  worked 
with  his  subordinates,  and  each  noted  that  additional  time  spent  on 
this  area  would  be  valuable.  Mr.  Kramer  then  asked  if  some  staff  as- 
sistance might  be  of  value.  Mr.  Reiss  replied  that  he  thought  staff 
assistance  would  be  of  value  in  helping  him  select  better  people.  Mr. 
Nagle  said,  "Right  now  I  don't  need  any  staff  assistance."  Mr.  Lombard 
said,  "I'm  confused.  I'm  not  sure  at  what  level  of  management  we  are 
talking.  A  plant  personnel  man  might  help,  but  at  this  point  I'm  not 
sure  that's  the  place  where  we  most  need  to  spend  money." 

C.  Kramer:  I  don't  know  whether  we  need  one;  I  don't  particu- 
larly care  about  that  level — that  is  your  problem.  I  was  thinking  more 
of  a  skilled  employee  relations  expert  or  whatever  he  would  actually 
be  called. 

M.  Lombard:    For  what  purpose? 

H.  Reiss:    You  mean  a  consultant? 

C.  Kramer:  Well,  a  full-time  consultant  and  someone  with 
broader  functions  than  just  a  personnel  man.  He  would  certainly  do 
personnel  work.  He  would  certainly  do  recruitment  work. 

M.  Lombard:  But  at  what  level,  Clark?  I  mean  is  he  going 
to  ...  . 

C.  Kramer:  Management  level,  for  the  purpose  of  being  a  staff 
adviser  to  all  our  departments. 

B.  Nagle:    Personnel  manager. 

C.  Kramer:    No,  more  than  a  personnel  manager. 
H.  Reiss:    An  employee  relations  director. 

B.  Nagle:    Oh,  human  relations  and  all  that  stuff. 

C.  Kramer:    That's  right. 

B.  Nagle:    I  think  it's  more  or  less  a  factory  problem. 

C.  Kramer:  I  don't  think  it  is  just  a  factory  problem  at  all.  I 
think  it's  an  office  problem  and  a  marketing  department  problem. 

B.  Nagle:  Oh,  it's  all  our  problems.  But,  hell,  the  key  to  it  is 
manufacturing. 

H.  Reiss:  I  don't  agree  at  all,  Ben.  If  we're  going  to  get  a  man 
in  who'll  help  us  recruit  more  skillful  managers,  then  the  whole  job 
has  paid  off.  I  don't  know  how  to  recruit  managers  at  this  point. 

B.  Nagle:    It's  a  tough  job  anyplace. 

C.  Kramer:  Well,  you  see,  just  in  the  area  of  recruiting,  just 
alone  in  that  area,  if  over  the  years  we  had  been  successful  with  half 
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of  those  people  who  have  left  us,  instead  of  unsuccessful  with  all  of 
them,  imagine  what  a  tremendous  saving  of  our  time  alone  we  would 
have  made. 

M.  Lombard:  But  at  what  level  are  we  talking?  On  the  level 
that  Hal  is  talking  about,  and  that  I'm  now  talking  about,  if  we  hire 
six  people  in  the  course  of  a  year,  that's  a  lot.  And  to  have  a  full-time 
man  for  so  few  .... 

C.  Kramer:  Milt,  no.  Perhaps,  I  haven't  conveyed  the  whole 
thought  to  you.  Recruiting  is  just  one  tiny  phase  of  what  I  would 
visualize  this  man  would  do. 

M.  Lombard:  But  you're  building  a  monster.  If  you're  going  to 
get  a  person  at  the  top  to  handle  this,  and  one  with  a  good  understand- 
ing of  our  needs,  he's  going  to  have  to  have  a  full  department  in  order 
to  accumulate  this  information. 

C.  Kramer:  Whatever  the  department  is  worth  ultimately,  it 
will  cost  something.  For  example,  what  are  we  doing  about  an 
enlightened  program  to  avoid  unionization  of  the  Philadelphia  plant? 
Not  a  damn  thing.  We're  going  to  give  them  Thanksgiving  day  off. 
We're  just  kidding  ourselves!  If  we  want  to  make  an  effort  to  avoid 
unionization  out  there,  we've  got  to  do  something  about  it. 

M.  Lombard:    I  agree. 

C.  Kramer:    Now,  you  can't  do  it;  you  don't  have  the  time. 
M.  Lombard:  Right. 

C.  Kramer:  Somebody's  going  to  have  to  help  you  ....  This 
man  may  even  be  ultimately  reponsible  for  writing  our  union  contract 
or  sitting  in  as  an  adviser  on  our  pension  plan. 

M.  Lombard:  Right!  But  he  must  have  tools  to  work  with!  Now 
are  you  prepared  to  set  up  $50,000  tomorrow? 

B.  Nagle:    No,  it  won't  be  50. 

C.  Kramer:  Milt,  I  refuse  to  cross  that  particular  bridge  until 
we  come  to  it. 

B.  Nagle:  What  would  a  guy  like  this  do?  If  he  didn't  have  a 
staff,  if  he  just  sat  in  the  office,  he  would  dream  .... 

C.  Kramer:    Well,  maybe  he  would  just  dream. 
H.  Reiss:    What's  wrong  with  that,  Ben? 

B.  Nagle:  He'd  have  to  get  some  facts;  he'd  have  to  dig  into  the 
orders. 

H.  Reiss:  Well,  I  was  thinking  this  morning,  "Here  I  am  with  the 
responsibility  for  planning  and  operating.  If  I  would  just  be  left  alone 
for  maybe  six  months  or  so  and  could  really  work  out  my  own  plan  as 
to  where  the  hell  we're  going  and  what  we  want  to  do,  I'd  probably 
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be  five  times  more  efficient  than  I  am  today."  But  right  now  I'm  al- 
ways dropping  my  planning  in  order  to  run  over  and  operate.  I  don't 
see  anything  wrong  with  having  one  guy  in  the  place  who  sits  around 
and  thinks  and  plans,  if  that's  what  his  function  is  going  to  be. 

B.  Nagle:  But  look,  Hal,  you  have  worked  in  Midway  for  seven 
years  and  you  know  the  folklore  of  the  company;  you  could  go  in  to  a 
room  and  think  and  plan  and  dream.  But  if  you  take  a  guy  just  out  of 
Harvard  University  or  the  personnel  director  of  the  Zilch  Company, 
he  can  dream  all  about  Zilch  Company  and  Harvard,  but  it's  awfully 
difficult  to  have  him  dream  about  Midway  because  he  doesn't  know 
a  damn  thing  about  it. 

H.  Reiss:    But  he's  going  to  learn,  Ben. 

B.  Nagle:    He  can  only  learn  by  working  with  it. 

M.  Lombard:  There's  something  you're  forgetting,  Hal,  when 
you  talk  about  someone  at  the  top-management  level.  I  hope  that  I'm 
not  embarrassing  you  (to  Mr.  Kramer),  but  in  the  past  we  have  been 
able  to  put  on  gloves  and  put  a  piece  of  lead  in  them,  when  we  had 
to,  to  fight  back.  You  get  other  people  in  who  haven't  grown  with 
Midway  from  the  bottom  up  and  they're  afraid  to  put  the  metal  in  the 
gloves,  or  do  anything  to  lick  you  (to  Mr.  Kramer)  when  they  have 
to.  I  don't  mean  it  as  crudely  as  I've  said  it.  But  I  think  you  appreciate 
what  I'm  trying  to  say.  And  some  of  the  management  people  who  have 
not  been  "giants"  in  that  respect,  let  us  say,  have  fallen  by  the  wayside. 

H.  Reiss:    Not  necessarily. 

M.  Lombard:    That  has  been  part  of  the  problem  in  the  past. 
H.  Reiss:    There's  a  different  atmosphere  in  the  company  today, 
I  mean  .... 

C.  Kramer:    Thank  you. 

,JA.  ^L.  ^V,  ,A£.  .A/, 

•TV"  TP    -  TP  TP  TT 

M.  Lombard:  I  think  he  [Kramer]  is  admitting  that  if  we  need 
this  sort  of  person,  we  aren't  able  to  handle  all  these  situations  our- 
selves with  all  the  other  situations  that  exist.  (Pause.)  And  that  maybe 
we're  letting  some  of  these  things  become  slipshod  in  our  thinking. 

C.  Kramer:  Well  look,  fellas,  let  me  give  you  a  few  examples. 
This  man  may  come  in  to  Hal  one  day  and  say,  "Look,  Hal,  you  have 
an  incentive  plan  for  your  regional  salesmen,  but  I  don't  think  that 
incentive  plan  is  worth  a  damn  because  of  thus  and  so,"  and  give  us 
five  reasons.  "However,  if  you  do  this  and  you  do  that  and  the  other, 
and  throw  in  something  else,  I  think  it  would  really  be  an  incentive 
1  for  your  regional  salesmen." 
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B.  Nagle:  I  can  see  where  it  might  be  of  help  in  that  sort  of 
thing. 

C.  Kramer:  I  can  see  that  this  man  might  go  out  to  Philadelphia, 
spend  a  few  months  out  there,  or  whatever  time  is  necessary,  look 
into  the  situation  himself,  and  come  back  and  say,  "Look,  Milt,  you're 
wasting  your  time  trying  to  keep  that  plant  from  being  unionized.  Go 
out  and  get  yourself  the  best  union  you  can  and  bring  them  in  and 
write  the  contract."  Or  he  may  say,  as  has  already  been  said  to  us  by 
a  man  of  this  type,  "Unions  can  be  kept  out  of  plants,"  as  we  know 
they  are.  "But  you  have  to  do  certain  things  to  keep  them  out  of  the 
plant.  Now,  if  you  do  thus  and  so,  I  can't  guarantee  anything,  but  I 
think  we  would  have  a  good  chance.  We  must  keep  our  people 
happy;  we  must  pay  them  as  much  as  anybody  else."  And  we  have  al- 
ready been  told  by  most  informed  people  that  we  don't  have  to  pay 
them  any  more.  "But  here  are  the  things  you  have  to  do.  You  have  to 
maybe  publish  a  Philadelphia  newspaper,  or  you  have  to  give  them  a 
turkey  dinner,  or  .  .  .  ." 

M.  Lombard:    Again,  not  by  bread  alone. 

C.  Kramer:  Ummmm? 

M.  Lombard:    Not  by  bread  alone. 

C.  Kramer:    That's  right. 

B.  Nagle:  You've  sold  me.  What  can  you  get  a  guy  like  this  for? 
And  a  stenographer. 

C.  Kramer:  I  have  no  idea.  But  wait  a  minute,  Ben.  Why  are  we 
immediately  viewing  this  from  the  point  of  view  of  how  we  are  going 
to  do  it?  Let's  decide  whether  we  want  to  do  it  first.  Then  investigate 
how  to  do  it,  and  what  it  would  cost.  [At  this  point  the  meeting  went 
on  to  the  next  item  on  the  agenda.] 

A  Changing  Relationship — with  Mr.  Lombard.  As  the  research  at 
MidwajTwas  drawing  to  a  close,  the  researcher  noticed  a  change  taking 
place  in  the  relationship  between  Mr.  Kramer  and  Mr.  Lombard. 
Both  men  had  occasion  to  comment  to  the  researcher  on  the  change, 
as  did  Mr.  Reiss. 

Late  in  June,  1959,  Mr.  Reiss  commented:  "You've  probably  no- 
ticed that  Milt  has  changed  quite  a  bit  over  the  past  six  months.  He  has 
loosened  up  a  lot.  He  has  had  it  pretty  rough  for  a  while,  and  Ben  and 
I  spoke  to  Clark  about  it.  Both  of  us  also  talked  with  Milt,  and  I've 
been  kidding  him  about  how  hard  it  is  for  him  to  admit  that  his  de- 
partment might  have  made  a  mistake.  When  I  go  into  his  office  with  a 
complaint  now,  I  start  out  by  saying  that  those  damn  New  Jersey 
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weight  inspectors  have  made  another  mistake  and  sent  back  some  of 
our  stuff  claiming  that  it  is  underweight.  He's  taking  it  differently 
now,  even  saying  it  might  be  the  production  department  and  not  the 
state  inspectors.  And  he  and  Clark  are  finding  it  easier  to  talk  together 
—partly,  I  think,  because  Clark  is  changing  too. 

Mr.  Lombard,  in  discussing  the  situation,  commented:  "just  lately 
I've  been  getting  more  leeway  to  run  the  department,  and  also  I'm 
finding  that  it's  easier  to  talk  with  Clark.  One  reason  for  the  change 
is  the  shifting  balance  of  power  here.  Ben  and  Hal  are  on_opposite 
sMes  in  regard  to  the  budgetj  Midway  Foods  Corporation  [C]),  and 
as  a  result  Ben  has  been  giving  me  a  lot  of  support.  It's  something  I've 
appreciated,  but  I've  told  him  I  recognize  that  he's  mending  fences  on 
one  side  so  he  can  do  battle  on  the  other.  It's  the  beginning  of  big- 
company  politics  here,  I  think,  and  I  wish  it  weren't  coming.  I  don't 
think  it  needs  to  in  such  a  small  company;  I  certainly  don't  like  it  and 
neither  does  Hal.  But  it's  something  Ben  brought  injrom  the  competi- 
tive jungle,  and  I  guess  we'll' all  have  to  learn.  RighTnow  I'm  on  the 
fortunate  end,  and  it  has  helped  in  improving  things  for  me.  Some 
other  things  have  contributed,  too,  of  course.  Both  Clark  and  I  have 
seen  some  things  a  little  differently;  also,  having  an  outsider  asking 
questions  and  asking  us  to  explain  our  behavior  has  brought  some  of 
these  things  out  into  the  light,  and  then  we  have  started  clearing 
then^jip^^^^ 

rMr.  Kramer^jn  commenting  on  the  change,  said:  "These  things 
seem  to  go  in  a  circular  way,  either  up  or  down.  For  years  the  situation 
seemed  to  get  worse,  with  one  thing  adding  on  to  another.  Then  some- 
how the  circle  got  reversed  a  few  months  ago,  and  clearing  up  one 
thing  has  led  to  another.  I  don't  know  how  it  came  about  exactly,  but 
I  can  think  of  several  things  that  contributed.  For  one  thing,  Milt  is 
more  at  home — more  sure  of  himself.  And  justifiably  so  because  he 
was  very  successful  in  turning  the  factory  operations  around  at  Philly — 
and  in  cutting  costs  over  50%  in  the  first  year.  A  second  reason  is  that 
Hal  and  Ben  have  talked  to  me  about  it,  and  I  guess  I  may  have 
changed  some.  They  have  also  talked  with  Milt,  and  he's  like  a  new 
man.  Lately  we've  been  riding  in  on  the  train  together  sometimes,  and 
we  are  really  finding  it  much  easier  to  understand  one  another." 

The  researcher  asked  if  the^presence  oLarjLQutsider  asking  questions 
might  have  helped  focus  attention  on  the  situation^  ancTsnggesfed  that 
one  of  the  reasons  the  situation  had  lasted  over  so  many  years  was  that 
it  had  been  ignored.  "That's  certainly  part  of  it,  too,"  said  Mr.  Kramer. 
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"It's  out  in  the  open,  and  we've  recognized  the  need  for  both  of  us  to 
do  some  things  a  little  differently." 

An  incident  illustrative  of  the  changing  relationship  was  observed 
at  a  meeting  where  Mr.  Lombard  presented  his  capital  budget  for 
1959-60.  He  presented  items  in  two  categories:  "necessary  to  keep 
the  plant  going";  and  "desirable,  but  not  essential."  After  approval  of 
the  items  in  the  first  category,  Mr.  Lombard  presented  three  projects 
in  the  second.  All  three  had  been  "under  investigation  by  management 
for  some  months,"  he  noted.  In  a  little  less  than  six  minutes  Mr. 
Kramer  had  approved  the  three  projects,  a  total  investment  of  more 
than  $30,000.  After  the  meeting  had  ended,  Mr.  Lombard  commented 
to  the  researcher,  "I  never  got  so  much  so  fast  in  my  life." 

mr.  Kramer's  philosophy  of  self-development 

On  one  occasion  after  a  meeting  the  researcher  asked  Mr.  Kramer 
if  he  found  his  roles  of  asking  questions,  keeping  a  meeting  on  the 
track,  and  allowing  the  vice  presidents  to  "carry  the  ball"  came  natu- 
rally. He  replied  that  they  did  not,  that  he  had  been  trying  to  learn  to 
avoid  dominating  meetings,  and  that  he  was  trying  to  modify  his 
^natural"  behavior  so  others  would  be  able  to  talk  more  freely. 

"My  natural  inclination  has  always  been  to  be  impatient  with  time 
wasting.  I  have  a  tendency  to  want  to  decide  things  as  soon  as  they  be- 
come clear  to  me.  But  my  objectives  for  Midway  are  set  at  a  height  that 
won't  permit  this  company  to  operate  well  as  a  one-man  show.  I  think 
in  the  past,  or  perhaps  even  at  our  present  size,  it  wouldn't  matter  too 
much.  But  if  we  are  to  achieve  what  I  hope  to  in  the  future,  I  must 
try  to  create  an  atmosphere  where  others  continue  to  grow  as  people. 
And  if  we  were  to  grow  as  rapidly  as  I  hoped,  I  thought  we  would 
need  an  atmosphere  where  others  could  say  what  they  thought,  discuss 
things  freely,  and  not  worry  about  agreeing  with  me.  In  keeping  with 
this,  when  I  do  come  to  a  conclusion  in  a  meeting,  I  often  let  the  dis- 
cussion go  on  until  the  others  come  to  a  general  agreement;  I  don't 
end  it  by  saying  Joe  or  George  just  'hit  the  nail  on  the  head.'  During  a 
discussion  I  want  the  others  to  be  relatively  unconscious  of  the  fact 
that  I  am  president." 

Mr.  Kramer  went  on  to  say  that  his  behavior  had  been  changing 
over  the  past  nine  years  at  Midway.  He  said  part  of  the  change  took 
the  form  of  holding  back  "and  not  'announcing'  something  just  be- 
cause I  had  come  to  a  conclusion  on  it  in  my  own  mind,  but  waiting 
until  the  different  opinions  had  been  explored.  This  means  learning  to 
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be  more  patient,"  he  said.  An  example  of  this  approach  was  ob- 
served when  Mr.  Kramer  talked  with  Otto  Lehman  about  R  and  D 
problems.  Mr.  Kramer  would  ask  Otto  to  look  at  a  problem  from  an- 
other viewpoint,  or  to  set  priorities  for  his  own  department  based 
upon  company-wide  considerations. 

EXCERPT  FROM  AN   R  AND  D  COMMITTEE  MEETING 

O.  Lehman:    My  thought  was  to  get  rid  of  this  machine.  I  thought 
we  wanted  to  get  some  of  the  junk  out  of  production,  not  rebuild  it 
\  £or  high-speed  operation. 
-    C.  Kramer:    Well,  that's  true  for  the  long  run.  But  we  have 
some  shorter-run  goals.  This  machine  will  serve  for  a  long  time  yet, 
*  ,-and  there  are  some  other  things  that  seem  more  important  to  be  work- 
ing on  in  the  meantime. 

Maybe  there  is  something  else  I  should  add,  something  I  told  Milt  a 
long  time  ago.  We  want  to  limit  our  investment  in  the  Philadelphia 
plant.  We  haven't  paid  for  Main  Line  yet,  and  when  it  comes  to  spend- 
ing $11,000  for  a  machine  out  there  or  using  that  money  to  reduce 
our  debt,  it  makes  more  sense  to  reduce  the  debt  as  long  as  we  can  get 
along  satisfactorily. 

O.  Lehman:  Milt  told  me  this.  I  just  want  to  be  on  record 
that  we  are  playing  with  junk,  boss. 


C.  Kramer:  I'll  put  it  this  way,  Otto.  I'd  like  you  to  stand  back 
and  look  at  our  whole  operation.  Look  at  the  whole  thing — play  the 
boss,  so  to  speak.  If  you  do,  I  think  you'll  see  that  increasing  the  effi- 
ciency of  this  one  machine  is  not  a  pressing  problem.  It's  important, 
but  not  as  pressing  as  some  other  problems.  Getting  the  new  forming 
machines  built  and  in  operation  for  the  1960-61  season  is  a  pressing 
problem.  I  want  you  to  back  away  from  these  things,  think  about 
them,  and  tell  me  about  them — which  should  be  done  first. 

On  these  occasions  Mr.  Kramer's  behavior  appeared  similar  to  what 
the  researcher  would  describe  as  the  role  of  a  teacher,  or  a  person  who 
is  interested  in  having  others  learn  things,  not  just  in  "teaching" 
them.  Mr.  Kramer  said,  "Holding  back  and  letting  the  other  person 
learn  takes  longer,  I  think,  but  the  other  person  will  be  more  at  home 
with  the  change  and  able  to  work  his  best  in  the  new  pattern." 

Mr.  Kramer  explained  to  the  researcher:  "These  changes  (in  my 
behavior)  we  have  been  talking  about  haven't  come  'naturally,'  as  you 
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put  it.  It's  something  I  think  about,  and  something  I've  been  working 
on,  I  don't  feel  this  involves  a  question  of  being  my  'real  self,'  what- 
ever that  is.  In  time,  some  of  the  changes  have  become  new  habits; 
they  have  become  natural  and  automatic.  You  might  think  of  it  as  a 
changing  self,  if  you  like.  At  other  times  I  still  have  to  control  my 
behavior  to  meet  a  specific  problem  of  the  company.  But  I  wouldn't 
want  you  to  think  of  this  as  just  a  business  problem.  I  think  it's  some- 
thing people  do  because  they  aren't  satisfied  with  their  behavior — 
they  want  to  grow  and  improve.  Your  mind  sees  the  possibilities  for 
improvement,  and  you  try  to  change  your  behavior  to  catch  up  to  your 
ideas.  It's  one  of  the  challenges  of  my  job — and  probably  a  lifetime 
one,  at  that." 


PART  III 
National  Finance  Company,  Inc.1 
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NATIONAL  FINANCE  COMPANY,  INC.  (c) 

NATIONAL  FINANCE  COMPANY,  INC.  (d) 

NATIONAL  FINANCE  COMPANY,  INC.  (E) 


1  The  cases  in  this  section  were  prepared  by  Mr.  Donald  H.  Thain  and  Professor  E.  P. 
Learned. 
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NATIONAL  FINANCE  COMPANY,  INC.  (AB)1 

The/  National  Finance  Company,  Inc.,  commonly  referred  to  as 
NFC,  I  was  a  nation-wide  organization  primarily  engaged  in  financing 
property  improvements  made  on  a  time-payment  basis.  In  addition  it 
engaged  in  a  limited  way  in  the  generation,  sale,  and  servicing  of 
mortgages  on  new  residential  construction.  Its  total  purchases  of  in- 
stallment notes  and  mortgages  had  increased  from  $59  million  in 
f9"47  to  a  peak  of  $97  million  in  1952.  In  1953,  partly  to  maintain 
the  goodwill  of  the  banks  that  furnished  the  company  with  most  of 
its  capital,  the  volume  of  business  was  reduced,  and  total  purchases 
were  $88.5  million,  of  which  $72.5  million  was  accounted  for  by  in- 
stallment notes  generated  through  property  improvements  and  loans, 

NFC  operated  out  of  a  home  office  in  Chicago  and  35  branches  in 
25  states.  All  its  stock  was  held  by  the  Staten  Corporation,  a  New  York 
holding  company  which  controlled  several  manufacturing  concerns 
and  banks  as  well  as  an  insurance  company. 

In  describing  NFC's  activities,  its  president,  Mr.  Richard  E.  Hersey, 
said,  "We  are  actually  engaged  in  the  business  of  buying  and  selling 
credit.  We_buy.  money  wholesale  at  bank  interest  rates  and  sell  it  at 
retail.  Three  of  the  most  important  areas  in  our  operation  are:\first, 
the  marketing  arrangements  whereby  we  sell  our  services  through  the 
branch  organization^  secondly,  the  delicate  relations  with  our  sources 
o£_funds1  and,  thirdly,  the  efficient  operation  of  our  branches." 

MARKETING  ARRANGEMENTS,  HOME-REPAIR  FINANCING 

NFC  was  unique  in  the  home-repair  financing  field  in  that,  unlike 
banks  and  other  lenders,  it  did  not  market  its  home-improvement  serv- 
ices directly  to  property  owners  but  rather  to  dealers.  In  the  home- 
repair  field,  NFC  placed  its  loans  through  such  agencies  as  lumber 
dealers,  plumbing  and  heating  dealers,  building  specialists  and  con- 
tractors. 

For  example,  if  a  homeowner  wished  to  apply  a  new  roof  or  siding 
to  his  house,  or  remodel  a  bathrooom,  he  could  have  the  job  done  and 

1  Fictitious  name. 
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financed  by  an  XFC-approved  contractor  or  plumbing  and  heating 
dealer.  First,  the  dealer  would  have  the  customer  fill  out  a  credit  ap" 
plication.  If  the  application  was  approved  bv  XFCs  local  branch,  the 
dealer  would  do  the  job.  On  completion  the  customer  paid  the  dealer 
by  signing  an  installment  note  payable  to  the  dealer  for  the  amount 
owed  plus  the  financing  charges.  The  dealer  then  sold  the  note  "with- 
out recourse"  to  NFC  at  a  discount  to  receive  the  cash  for  the  job. 
In  selling  the  note  "without  recourse"  the  dealer,  or  contractor,  freed 
himself  from  liability  for  the  note  if  the  homeowner  did  not  pay  it 
off."  The  endorsement  acted  merely  as  an  assignment  of  title. 

"We  have  two  things  to  sell  the  dealer,"  stated  Mr.  Hersev. 
"(1)  Better,  faster  service  than  banks  or  other  loaning  institutions 
can  give.  We  are  the  only  nation-wide  specialists  in  the  home-im- 
provement financing  field.  Because  of  this,  our  branches  are  organized 
to  process  note  applications  more  quickly  than  other  institutions. 
(2)  We  leave  'customer  control'  with  the  dealer.  Other  loaning  in- 
stitutions work  directly  with  the  customer,  but  it  is  our  policy  to 
have  no  personal  contact  with  the  dealer's  customer.  Dealers  prefer 
this  arrangement  because  it  enables  them  to  close  the  sale  more 
quickly.  Also,  when  a  customer  gets  money  directly  from  a  loan  in- 
stitution, he  usually  goes  shopping  for  better  prices.  Dealers,  of  course, 
wish  to  prevent  this." 

"Our  service  is  faster  and  more  convenient  for  the  customer,  also," 
continued  Mr.  Hersey.  "He  is  able  to  have  his  work  both  done  and 
financed  through  the  same  source.  This  saves  him  the  time  and  trouble 
of  going  to  a  bank  to  apply  tor  a  loan." 

INSTALLMENT   NOTE  PURCHASES 

Installment  notes  purchased  by  XTFC  at  a  discount  from  dealers 
varied  in  amount  up  to  S2.500,  with  repayment  periods  generally 
not  exceeding  36  months. 

The  company  had  two  plans  under  which  notes  were  written: 
(1)  an  FHA-insured:  note  plan,  and  (2.)  an  uninsured  note  plan 
with  notes  generated  under  XTCs  own  so-called  "supplementary"  plan. 

The  FHA  notes  carried  a  maximum  legal  interest  rate;  as  a  conse- 
quence, when  NFC  purchased  these  notes  from  dealers,  the  maximum 
discount  rate  that  it  could  charge  was  5.26rr.  Out  of  this  amount, 

"  "Without  recourse"  is  a  qualified  endorsement.  The  dealer  warranted  to  NFC  that  the 
work  recited  in  a  customer  contract  was  completed  in  accordance  with  the  terms  established: 
that  the  note  covered  only  the  cost  of  work  specified  in  the  contract;  and  that  the  signatures 
appearing  on  the  face  of  the  note  were  genuine. 

1  Federal  Housing  Administration.  NFC  made  insured  loans  under  Title  I  of  the 
Federal  Housing  Authority  Act  of  1930,  due  to  terminate  in  1955. 
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NFC  had  to  pay  three  fourths  of  1  %  per  annum  on  the  note's  face 
value  to  the  FHA  for  insurance.  On  uninsured  notes  the  company 
charged  the  dealers  a  discount  rate  of  7%. 

Because  of  this  higher  discount  rate,  NFC  began  in  1949  to  push  a 
program  for  converting  small  notes  to  its  uninsured  or  supplementary 
plan.  The_objective  for  the  company  was  higher  income,  and  the  im- 
petus for  change  was  furnished  by  rising  costs  of  operation. 

From  the  point  of  view  of  customers  and  dealers,  the  biggest  ad- 
vantage of  the  supplementary  plan  was  that  it  cut  paper  work.  The 
NFC  plan  required  two  forms,  whereas  the  FHA  plan  used  four.  The 
supplementary  plan  also  enabled  dealers  to  finance  certain  types  of 
business  not  eligible  for  FHA  loans. 

By  1953,  company  policy  was  to  write  all  notes  under  $750  on  the 
supplementary  plan,  and  the  plan  accounted  for  $23.6  million,  or  31% 
of  all  notes  purchased. 

SOURCE  OF  FUNDS 

In  January,  1954,  to  finance  its  lending  operations,  NFC  was  using 
its  own  permanent  capital  of  about  $16  million;  a  long-term  loan 
from  Staten  of  about  $1  million;  and  unsecured  open-line  borrowings 
from  a  group  of  27  banks,  based  on  90-day  notes,  totaling  $26.9  mil- 
lion. Management  had  originally  intended  to  use  funds  borrowed 
under  this  arrangement  primarily  for  financing  mortgage  projects. 

NOTE  AND  MORTGAGE  SALES 

As  the  funds  owned  and  borrowed  by  the  company  were  not  suffi- 
cient to  permit  it  to  retain  a  large  portion  of  the  notes  and  mortgages 
it  purchased,  and  in  order  to  increase  the  productivity  of  its  capital, 
most  of  these  notes  and  mortgages  were  resold  to  other  financial  insti- 
tutions. Construction  mortgages  were  sold  as  soon  as  possible  to  insti- 
tutional buyers.  NFC  resold  a  large  share  of  the  installment  notes  it 
had  purchased,  passing  them  on  to  a  group  of  bankers  under  a  type  of 
credit  arrangement  known  as  an  installment  note  sales  line. 

After  selling  mortgage  notes  and  installment  notes,  the  company 
continued  to  service  them,  that  is,  to  collect  payments.  In  the  case  of 
mortgage  notes,  it  received  a  service  fee. 

NOTE  SALES  LINES 

As  of  January,  1954,  NFC  had  note  sales  lines  with  17  banks,4  six 
of  them  in  New  York  City.  These  lines  varied  from  a  minimum  of 
$3.5  million  to  a  maximum  of  $10  million.  Each  bank  purchased  the 

4  Only  one  of  these  also  granted  an  unsecured  open  line  of  credit. 
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paper  generated  by  one  or  more  NFC  branches.  For  example,  two 
New  York  banks  each  bought  all  notes  offered  by  four  branches.  As 
of  December,  1953,  only  four  branches  were  not  associated  with  some 
bank  that  purchased  their  notes.  The  company  hoped  to  find  banks 
that  would  purchase  paper  from  these  offices  as  this  would  enable  NFC 
to  reduce  its  investment  in  company-owned  notes  by  about  50%. 

The  following  table  shows  total  notes  outstanding  as  of  December 
31  in  1948  and  1951-53.  Included  are  notes  sold  to  banks  and  notes 
held  in  the  NFC  portfolio: 


Year  (December  31) 

Notes  Sold  to  Banks 

NFC-Owned  Notes 

Total  Outstandings 
Serviced 

1948  

$46,697,311 
70,071,145 
89,463,586 
82,100,042 

$  279,286 
9,299,415 
14,978,086 
20,598,636 

$  46,976,597 
79,370,560 
104,441,671 
102,698,678 

1951  

1952  

1953  

The  cost  to  NFC  for  reselling  its  notes  to  banks  was  a  4.25%  in- 
terest charge.  The  "spread"  between  the  5.26%  or  7%  discount  that 
NFC  received  when  buying  notes  from  dealers  and  the  4.25%  interest 
that  it  paid  when  selling  notes  to  banks  was  NFC's  gross  profit.  From 
this  the  company  had  to  meet  expenses,  such  as  costs  of  acquiring  and 
servicing  the  note  and  bad  debt  losses.  To  explain  this  concept  to  its 
personnel,  the  company  worked  out  the  examples  presented  in  Ex- 
hibit 1.  (See  also  Exhibit  1A  for  transaction  analysis  on  books  of 
dealer,  NFC,  and  bank.) 

Even  when  a  note  was  sold,  some  NFC  funds  were  still  tied  up  in 
it,  because  the  banks  did  not  give  the  company_jj00%  of  the  unpaid 
balance  as  of  the  date  the  note  was  purchased.  Instead  the  banks  ad- 
vanced 90%  on  FHA  notes  and  85%  on  notes  generated  under  the 
supplementary  plan  (see  Exhibit  2). 

The  remaining  10%  or  15%  of  the  notes'  unpaid  balance  was  put 
in  a  reserve  that  was  used  to  "buy  back"  notes  from  the  banks  if  they 
became  delinquent. 

FHA   INSURANCE  AND  VOLUNTARY  RESERVE 

The  FHA  notes  sold  by  NFC  in  effect  were  protected  not  only  by 
the  10%  reserve  setup  when  the  bank  bought  the  note  but  also  by  a 
government  insurance  feature  that  operated  to  protect  NFC,  and  thus 
the  banks,  against  nonpayment  by  the  ultimate  debtor. 

As  previously  stated,  the  FHA  charged  three  fourths  of  1  %  yearly 
on  the  face  value  of  a  note  for  insurance.  These  payments  were 
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Exhibit  1 

NATIONAL  FINANCE  COMPANY,  INC.  (AB) 
Computation  of  Net  Annual  Earnings  of  Notes  by  Original  Term 

FHA  NOTES 


Id  M  nil  the 

3  A    7\A  /ry)th  r 

Gross  note  (cost  to  note  maker)  

$  1,052.63 

$  1,101.24 

$  1,149.80 

1  DOT)  no 

X  , WWW .  WW 

1  000  00 

J-   y  \J\J\J  .  \J\J 

1  000  00 

X , WWW  .  WW 

$  52.63 

$  101.21 

fl*          1  A  C\  OA 

o>      149. oO 

FHA  insurance  premium  

7.50 

15-00 

22.50 

Net  Earnings  per  Note  

.$  45.13 

$  86.21 

$  127.30 

Assume  purchases  of  one  note  per  month: 

Annual  purchase  volume  will  be  

$12,631.56 

$13,214.52 

$13,797.60 

Maximum  outstanding  notes  will  be  

.$  6,842.09 

$13,765.13 

$21,271.30 

Annual  discount  earnings  will  be  

$  541.56 

$  1,034.52 

$  1,527.60 

Ratio  of  annual  discount  earnings  to  maximum  out- 

standing notes  

7.915% 

7.516% 

7.182% 

Annual  expenses  and  costs: 

Acquisition — 12  notes  at  $8.00  each*  

$  96.00 

$  96.00 

$  96.00 

86  40 

172.80 

2SQ  20 

Bank  interest — 4/4%  °f  90%  of  maximum  outstanding 

notes  

261.71 

526.52 

813.63 

Total  Expenses  and  Costs  

$  444.11 

$  795.32 

$  1,168.83 

Annual  discount  earnings — above  

541-56 

1,034.52 

1,527.60 

Net  Annual  Earnings  

.$  97.45 

$  239.20 

$  358.77 

Ratio  to  maximum  outstanding  notes  

•  1-424% 

1.738% 

1.68% 

UNINSURED  NOTES 

7  7    AA  nnfh  i 
1L   Z  VIC/  fit  U.) 

1 A  A/f  nwth  r 

"\f\  nAnwthc 
JU  1*10711  rJ  j 

Gross  note  (cost  to  note  maker)  

$  1,070.00 

$  1,140.00 

$  1,210.00 

Cash  price  (proceeds  to  dealer)  

1,000.00 

1,000.00 

1,000.00 

.$  70.00 

$  140.00 

$  210.00 

Assume  purchases  of  one  note  per  month: 

Annual  purchase  volume  will  be  

$12,840.00 

$13,680.00 

$14,520.00 

Maximum  outstanding  notes  will  be  

.$  6,955.00 

$14,250.00 

$22,385.00 

Annual  discount  earnings  will  be 

$     840  00 

$  1,680.00 

$  2,520.00 

Ratio  of  annual  discount  earnings  to  maximum  out- 

standing notes  

.  12.078% 

11.789% 

11.258% 

Annual  expenses  and  costs: 

Bad  debt  losses — V$  of  discount  earnings*  

$  93.33 

$  186.67 

$  280.00 

Acquisition — 12  notes  at  $8.00  each*  

96.00 

96.00 

96.00 

Servicing — 60<t  per  payment*  

86.40 

172.80 

259.20 

Bank  interest — 4M%  of  85%  of  maximum  outstanding 

notes  

251.25 

514.78 

808.66 

Total  Expenses  and  Costs  

$  526.98 

$  970.25 

$  1,443.86 

Annual  discount  earnings — above  

840.00 

1,680.00 

2,520.00 

.$  313.02 

$  709.75 

$  1,076.14 

Ratio  to  maximum  outstanding  notes  

.  4.501% 

4.981% 

4.807% 

*  Company  cost  estimates. 

Note:  This  exhibit  shows  for  three  types  of  notes  (12  months,  24  months,  and  36  months),  under  both  the  FHA 
and  uninsured  or  supplementary  plans,  what  estimated  annual  earnings  would  be  if  one  such  note  were  purchased 
each  month.  The  amount  due  a  dealer  is  shown  as  the  cash  price.  The  gross  or  face  value  of  the  note  is  the  total 
that  the  customer  pays  during  the  period  even  though  the  balance  due  is  reduced  each  month.  It  also  shows  company 
estimates  of  costs  of  acquisition,  interest,  servicing,  and  bad  debts. 
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credited  on  the  books  of  FHA  to  a  cumulative  reserve  in  the  name  of 
the  lending  institution — in  this  case,  NFC. 

When  a  note  'Vent  bad,"  that  is.  was  at  least  90  days  overdue,0 
the  lender  could  transfer  the  note  to  FHA  and  receive  full  payment  in 

Exhibit  I A 

NATIONAL  FINANCE  COMPANY.  INC.  (AB) 
Transaction  Analysis.  FHA-Insured  Plan 

Transaction:  Dealer  sells  SS00  property  improvement  for  S  1.000.  Financed 
by  NFC  on  FHA-insured  plan.  Resulting  note  sold  to  bank  on  90%  advance. 

Dealer  \TC 


1. 

In  ven. 

S  SO0.00 

Capital 

2 

Inven. 

-800.00 

Surplus 

A  R 

—1,000.00 

3- 

A/R 

-1,000.00 

Unearned 

N/R 

-1.052.63 

discount 

4. 

X  R 

-1.052.63 

Unearned 

Cash 

—1,000.00 

discount 

5- 

Cash 

$1,000.00 

Capital  and 

S  SO0.O0  1.  Cash  $1,000.00  Capital  $1,000.00 
+200.00     2.  Cash      -1.000.00  Unearned 

X  R      —1.052.63       discount  -r52.63 
3.  N/R  -1,052.63 
-52.63        Cash  +947.37 
Res.  held 

bv  bank -105.26 


52.63 


4.  Cash       S   94". 37    Capital  $1,000.00 
Res.  held  Unearned 


irplus      SI, 000.00            by  bank    105-26       discount  52.63 

5.  Cash       $  —21. SI  Interest 

expense  $  —21.81 

6.  Cash  -7.50    FHA  ins. 

expense  —  ~.50 


lank 


1. 

Cash 

SI, 000. 00 

Capital 

$1,000.00 

2. 

N/R 

-1.052.63 

NFC  res. 

Cash 

-947.37 

withheld 

—  105.26 

3. 

Cash 

$  52.63 

Capital 

$1,000.00 

N/R 

1,052.63 

XFC  res. 

withheld 

105.26 

4. 

Cash 

$  -21. SI 

Interest 

income 

S  —21. SI 

Source:  Prepared  on  the  basis  of  company  information  by  a  member  of  the  Harvard  Business  School  faculty. 

return,  so  long  as  his  accumulated  reserve  remained  in  excess  of  his 
claims."  As  NFC's  claims  had  not  kept  pace  with  the  growth  of  its  re- 
serves, company  officers  believed  the  reserve,  built  up  under  normal 


5  NFC  followed  a  policy  of  not  filing  claims  with  FHA  unless  delinquent  appeared 
to  be  virtually  hopeless.  The  company  often  delayed  filing  to  avoid  an  unusually  high  rate 
of  claims.  A  few  claims  were  not  filed  at  all. 

6  FHA's  total  liability-  was  limited  to  10%  of  the  total  face  value  of  notes  insured. 
FHA  could  reject  claims  if  misrepresentation  or  fraud  were  found  to  exist. 
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NATIONAL  FINANCE  COMPANY,  INC.  (AB) 
Schedules  Showing  NFC's  Investment  in  Note  Sold  to  Bank 

FHA-INSURED  NOTE  $1,000  NET  PROCEEDS 


12-Month  Term 

Balance  Due 
on  Note 

(1) 

Remaining 
Unearned 
Discount 

(2) 

Net  Cash 
Invested  in 
Note 

(3) 

Cash  In- 
vested in 
FHA  In- 
surance 
Premium 
(4) 

Total  Cash 
Invested 

(5) 

Cash  Ad- 
vanced by 
Buying  Banks — 
90%  of 
Balance  Due 
(6) 

At  purchase.  .  . 
After  payment: 
1  

2  

3  

4  

5  

6  

7  

8  

9  

10  

11  

12...  

Total  of 
Monthly 
Balance . 

Average  

$1,052.63 

964.91 
877.19 
789.47 
701.75 
614.03 
526.31 
438.59 
350.87 
263.15 
175.43 
87.71 
-0- 

$  52.63 
44.53 

^7  1 1 
30.36 
24.29 
18.89 
14.17 
10.12 
6.75 
4.05 
2.03 
0.68 
-0- 

$1,000.00 

920.38 
840.08 
759.11 
677.46 
595.14 
SI  2  1  4 
428.47 
344.12 
259.10 
173.40 
87.03 
-0- 

$  7.50 

6.35 

4.33 
3.46 
2.69 

1  CO 

1.44 

0.96 
0.58 
0.29 
0.10 
-0- 

$1,007.50 
926.73 

O'tJ.  J  1 

163.44 
680.92 
597.83 

Jl^t.lO 

429.91 
345.08 
259.68 
173.69 
87.13 
-0- 

$  947.37 

868.42 
loyA/ 
710.52 
631.58 
552.63 

*h /J.Oo 

394.73 

J  J-  J-  /  o 

236.83 
157.89 
78.94 

-0- 

$6,842.04 

$245.61 

$6,596.43 

$35.01 

$6,631.44 

$6,157.84 

$  570.17 

$  20.47 

$  549.70 

$  2.92 

$  552.62 

$  513.15 

UNINSURED  NOTE — $1,000  NET  PROCEEDS 


12-Month  Term 

Balance  Due 
on  Note 

Remaining 
Unearned 
Discount 

Total  Cash 
Invested 

Cash  Advanced  by 
Buying  Bank — 
85%  of  Balance 
Due 

(1) 

(2) 

(3) 

(4) 

At  purchase  

$1,070.00 

$  70.00 

$1,000.00 

$  909.50 

After  payment : 

1  .  

980.83 

59.23 

921.60 

833.71 

2  

891.66 

49.36 

842.30 

757.91 

3  

802.49 

40.39 

762.10 

682.12 

4  

713.32 

32.31 

681.01 

606.32 

5  

624.15 

25.13 

599.02 

530.53 

6  

534.98 

18.85 

516.13 

454.73 

7  

445.81 

13.47 

432.34 

378.94 

8  :  

356.64 

8.98 

347.66 

303.14 

9  

267.47 

5.39 

262.08 

227.35 

10  

178.30 

2.70 

175.60 

151.55 

11  

89.13 

0.91 

88.22 

75.76 

12  

-0- 

-0- 

-0- 

-0- 

Total  of  Monthly  Balance .  . 

$6,954.78 

$326.72 

$6,628.06 

$5,911.56 

Average  

$  579.57 

$  27.23 

$  552.34 

$  492.63 
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operating  conditions,  represented  full  protection  on  outstanding  insured 
notes.1 

In  its  note  sales  agreement  with  the  banks,  NFC  stated  that  each 
bank  purchasing  insured  notes  from  the  company  was  entitled  to  its 
proportionate  share  of  the  company's  FHA  reserve.  NFC  agreed  to 
repurchase  all  FHA  notes  which  became  90  days  delinquent  to  the 
extent  of  its  accumulated  FHA  reserve. 

Although  not  contractually  bound  to  do  so,  NFC  also  had  a  policy 
of  establishing  a  100%  reserve  against  all  notes  sold  to  banks  that  be- 
came 90  days  delinquent.  The  company  declared  the  total  unpaid  bal- 
ance of  any  account  delinquent  when  any  part  of  a  due  payment  had 
not  been  made.  "This  policy,"  stated  Mr.  Hersey,  "differed  from  that 
of  other  finance  companies  which  generally  stated  total  delinquencies 
as  the  total  payments  that  were  delinquent,  or  did  not  term  an  account 
delinquent  if  any  fraction  of  a  payment  had  been  made  during  the 
period." 

^\]&AN||C  relations 

NFC  continued  to  service  all  the  notes  it  sold  to  banks.  That  is,  NFC 
x  s  remained  responsible  for  collecting  payments  on  the  notes  and  for  keep- 
ing  all  detailed  records.  The  purchasing  bank  kept  control  records  only. 
To  facilitate  servicing,  NFC  usually  kept  physical  possession  of  the 
notes  it  had  sold,  though  the  investing  bank  could  take  them  if  it 
wished. 

NFC  always  kept  collections  on  sold  notes  segregated  from  company 
funds,  turning  this  money  over  to  the  banks  either  weekly  or  monthly. 
The  company  paid  interest  to  each  bank  on  its  net  investment  in  pur- 
chased notes  at  current  rates  monthly. 

In  speaking  of  the  company's  relations  with  lending  institutions,  Mr. 
Hersey  said,  "We  follow  a  policy  of  full  disclosure  in  dealing  with 
banks.  Over  the  years  we  have  built  a  very  close  relationship  with  our 
banks.  We  seek  to  maintain  this  relationship  by  meticulously  informing 


7  As  the  average  note  insured  with  FHA  by  NFC  ran  for  a  period  of  34  months, 
the  yearly  premiums  of  Va%  added  up  to  2.13%.  NFC's  cumulative  claim-filing  ratio 
(cumulative  claims  divided  by  cumulative  purchases)  under  the  1950  FHA  Act  was 
1.08%  as  of  September  31,  1953;  1.19%  by  December  31,  1953;  and  1.32%  as  of 
September,  1954.  All  these  ratios  were  lower  than  the  2.13%  average  premium  paid  by 
NFC  to  its  FHA  reserve.  They  compared  favorably  with  the  average  claim-filing  ratio  of  all 
institutions,  which  was  2.29%  of  total  notes  insured.  FHA  losses  averaged  49-34%  of  total 
claims  filed.  The  1950  Act  was  scheduled  to  terminate  in  1955.  When  the  act  ended,  the 
agency  would  rebate  a  percentage  of  the  amounts  remaining  in  the  reserve  accounts  of 
NFC  and  other  lending  institutions. 
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each  bank  of  both  our  current  operating  results  and  our  plans  for  the 
future." 

All  banks  extending  credit  to  the  company  were  sent  a  "Bank  Letter 
Quarterly"  which  gave  an  analysis  of  all  significant  items  on  the  current 
balance  sheet  and  operating  statements. 

Banks  with  which  the  company  had  note  sales-line  arrangements 
received  additional  financial  data  as  prescribed  by  the  terms  of  the  note 
purchase  agreement: 

1.  Regarding  its  own  note  purchases,  each  bank  received  a  monthly  "settle- 
ment statement"  which  summarized  its  beginning  balance  of  notes,  new 
assignments,  ending  balance,  collections,  and  changes  or  adjustments  in 
the  holdback  or  reserve.  NFC  also  furnished  each  bank  with  a  monthly 
analysis  of  delinquencies  on  notes  being  serviced  for  its  account. 

2.  Regarding  the  company  as  a  whole,  each  bank  received  monthly  financial 
and  operating  statements,  and  quarterly  statements  of  NFC's  outstanding 
notes  and  FHA  reserves.  The  annual  auditor's  report  on  NFC  was  also 
furnished. 

3.  Regarding  branches,  each  bank  received  a  monthly  statement  of  notes 
outstanding  and  delinquencies  by  branch.  At  irregular  periods,  varying 
from  six  to  nine  months,  the  company  supplied  investing  banks  with 
copies  of  its  auditor's  report  on  individual  branches. 

In  addition  the  investor  had  the  right  to  make  such  audits  and  ex- 
aminations as  it  deemed  necessary.  Frequently  banks  wrote  to  NFC 
officers  to  ask  about  local  branch  problems.  Such  inquiries  received 
careful  attention.  If  necessary,  the  home  office  sent  a  representative 
to  the  branch  concerned,  to  analyze  the  problem  and  get  a  detailed 
explanation  for  the  bank.  Correspondence  continued  until  the  situation 
was  cleared  up. 

Mr.  Hersey  stated  that  the  banks  regarded  NFC  as  a  good  company. 
Many  of  NFC's  credit  lines  were  established  with  banks  which  had 
been  introduced  to  NFC  by  another  bank  already  extending  credit  to 
the  company. 

For  balance  sheet  and  operating  statements  of  the  company,  see  Ex- 
hibits 3  and  4. 

COMPANY  HISTORY,  1935-45 

NFC  was  founded  in  1935  by  the  Franklin  Lumber  Company,  a 
large  integrated  concern  which  marketed  its  products  seminationally 
through  retail  lumber  dealers.  By  financing  lumber  sales  to  the  dealer's 
customers,  Franklin  hoped  to  stimulate  sales  of  its  product  during  the 
depression.  Profits  from  the  financing  operation  were  not  a  primary 
objective. 
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Under  Franklin  control,  NFC  followed  some  policies  that  tended 
to  limit  its  volume  and  profits.  For  example,  at  first  only  lumber  deal- 
ers who  bought  from  Franklin — about  6,000  out  of  a  25,000  total — 
could  use  NFC.  Services  were  not  available  through  contractors  and 
others  in  the  building  trades  until  1944. 

Also  during  the  Franklin  period,  NFC's  directors  initiated  the  policy 
of  reselling  notes  from  the  company  portfolio.  Though  a  higher  interest 
income  could  have  been  earned  if  NFC  had  borrowed  enough  to  retain 
these  notes,  Franklin  was  opposed  to  a  heavy  bank  debt. 

Between  1936  and  1944,  NFC  purchased  $51.4  million  in  install- 
ment notes  and  $46.6  million  in  mortgages.  Earned  surplus  reached 
$406  thousand,  and  branches  increased  from  three  to  twenty-nine. 

During  1945  Franklin  decided  to  sell  NFC  in  order  to  concentrate 
all  its  resources  on  the  lumber -business,  which  appeared  headed  for  a 
boom.  In  June  of  that  year  the  Staten  Corporation  was  approached, 
and  in  November,  Staten  purchased  the  stock  of  NFC. 

EXPANSION  AND  BLACK  FRIDAY,  1946 

When  Staten  took  control,  the  former  executive  vice  president  of 
NFC,  Mr.  Martin,  was  promoted  to  the  presidency.  In  describing  the 
main  problems  ahead,  Mr.  Martin  stated  that  the  company  "had  to  be 
converted  from  a  service  Organization  to  an  aggressive,  competitive, 
financing  company,"  W"^" 

In  accord  with  an  operating  plan  approved  by  the  board  of  directors, 
a  $3  million  increase  in  capital  was  obtained  from  Staten.  Mr.  Martin 
also  hired  additional  specialized  personnel,  opened  six  more  branches, 
increased  note  sales  lines,  and  obtained  $29  million  from  banks  on  un- 
secured open  lines  of  credit. 

Volume  and  profits  expanded  rapidly,  and  by  June  of  1946  com- 
pany commitments  to  purchase  mortgages  and  notes  were  so  great 
that  more  financing  was  needed.  Accordingly  Mr.  Martin  and  Mr. 
Holmes,  the  treasurer,  set  forth  on  their  second  trip  in  five  months  to 
get  additional  bank  loans. 

When  the  two  officers  reached  New  York,  they  found  their  request 
viewed  with  great  alarm  by  a  large  bank  that  had  recommended  NFC 
to  three  other  lenders.  This  bank  not  only  would  not  increase  its  loan 
but  also  wanted  to  withdraw  from  existing  commitments.  According 
to  the  loaning  officer,  NFC  was  expanding  too  fast,  especially  in  the 
mortgage  field  and  in  uninsured  paper.  Also  the  bank  which  had  pre- 
viously agreed  to  NFC's  proposed  8:1  ratio  of  debt  to  equity  now  felt 
this  ratio  was  too  high. 
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Realizing  that  the  action  of  this  bank  would  create  a  crisis  in  regard 
to  other  bank  loans,  Mr.  Martin  conferred  with  the  president  of 
Staten  who  recommended  that  NFC  immediately  place  itself  in  as 
liquid  a  position  as  possible  by  selling  notes  already  in  the  company 
portfolio. 

Before  these  negotiations  were  completed,  fall  arrived,  and  with  it 
maturing  mortgage  commitments,  plus  requests  from  banks  for  an  an- 
nual cleanup  of  loans.  The  situation  came  to  a  climax  in  November, 
1946,  when  a  bank  telephoned  the  home  office  to  say  that  one  branch 
had  overdrawn  its  line  of  credit  by  $3  million. 

An  emergency  board  meeting  was  called,  and  as  Mr.  Martin  was 
away  contacting  banks,  Mr.  Holmes,  the  treasurer,  informed  the  board 
of  the  company's  condition.  According  to  a  company  officer,  Mr.  Martin 
'  had  not  previously  revealed  all  details  of  the  situation  to  his  board  be- 
cause he  hoped  the  notes  would  be  sold  before  he  had  to  report  on 
the  gravity  of  the  company's  position. 

On  discovering  the  plight  of  NFC,  Staten  officers  stepped  in;  they 
telegraphed  all  branches  to  stop  note  purchases  and  to  issue  no  more 
checks  until  further  notice.  This  day  has  since  been  known  throughout 
the  company  as  "Black  Friday"  because  the  situation  was  so  grave  and 
because  branch  managers  had  to  cut  off  credit  and  refuse  payment  to 
dealers  on  note  applications  already  approved. 

Staten  next  transferred  direction  of  NFC  to  officers  of  the  Emerson 
Bank,  a  Staten  subsidiary.  These  men  hurriedly  consolidated  note  pur- 
chase reports  from  all  branches  to  find  out  where  the  company  stood. 
They  also  canceled  as  many  note  and  mortgage  commitments  as  pos- 
sible. Several  days  later,  after  the  company's  financial  position  was 
established,  the  branches  were  able  to  resume  note  purchase  opera- 
tions. 

MR.   FALLEN,   PRESIDENT,  1946-52 

Immediately  after  the  "Black  Friday"  episode,  Staten  replaced  Mr. 
Martin  as  president  with  Mr.  R.  Fallen,  a  vice  president  of  the  Emer- 
son Bank.  Mr.  Fallen  had  wide  experience  in  the  automobile  financ- 
ing business,  and  on  behalf  of  Emerson  he  had  dealt  with  many  banks 
across  the  country.  In  choosing  Mr.  Fallen  to  take  over  direction  of 
NFC,  Staten  considered  regaining  the  confidence  of  outside  banks  as 
most  important. 

When  Mr.  Fallen  entered  the  company,  he  had  Emerson  staff 
officers  analyze  the  entire  NFC  operation,  including  methods  and 
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personnel.  Controls  over  note  and  mortgage  commitments  were  tight- 
ened. Several  branch  and  headquarters  managers  were  fired,  and  Emer- 
son men  were  appointed  as  assistants  to  several  executives  who  had 
been  with  the  company  since  its  Franklin  days.  According  to  one  com- 
pany officer,  "Mr.  Fallen  unquestionably  had  great  ability  as  a  banker," 
but  his  methods  "alienated  many  personnel  from  top  management 
down." 

Mr.  Fallen  later  stated  that  he  realized  his  weakness  in  dealing  with 
people,  and  so  in  September,  1948,  he  brought  Mr.  Richard  S.  Hersey 
into  the  company  as  his  assistant.  Mr.  Hersey  was  charged  with  two 
basic  responsibilities:  (1)  the  administration  of  personnel,  including 
the  development  of  a  training  program,  salary  adjustments,  and  over- 
all improvement  of  morale;  (2)  the  development  and  implementa- 
tion of  an  effective  business  development  program. 

During  his  presidency,  Mr.  Fallen  initiated  two  major  sales  plans: 
(1)  the  conversion  program;  and  (2)  the  dealer  participation  plan, 
known  as  DPP. 

CONVERSION 

The  conversion  program,  begun  in  1949,  involved  the  transfer  of 
small  notes  from  the  FHA-insured  to  the  NFC-uninsured  or  "supple- 
mentary plan,"  as  described  in  a  previous  section.8 

Mr.  Hersey  became  active  in  devising  ways  to  get  the  branch  man- 
agers to  understand  and  use  this  plan.  "At  the  outset,"  he  stated, 
".  .  .  no  attempt  was  made  to  explain  the  plan  or  show  the  managers 
how  to  use  it.  As  a  result  the  managers  did  not  think  it  was  a  good 
idea.  .  .  ." 

DEALER  PARTICIPATION  PLAN 

Mr.  Fallen  introduced  the  dealer  participation  plan  in  1951.  Under 
it,  selected  dealers  using  the  supplementary  plan  were  allowed  to 
grant  credit  to  their  customers  without  first  getting  approval  from  an 
NFC  local  branch.  In  order  to  safeguard  against  unwise  credit  decisions, 
a  reserve  account  was  set  up  in  the  dealer's  name,  to  which  note  losses 
were  charged.  To  this  account  both  the  dealer  and  NFC  contributed, 
each  usually  paying  in  2  %  of  the  note's  face  value.  Some  dealers,  how- 
ever, were  required  to  pay  up  to  5%,  and  in  some  cases  NFC  made 
only  a  1  %  contribution.  These  reserve  accounts  were  settled  on  a  yearly 
basis,  with  any  balance  going  to  the  dealers. 

8  See  pages  278,  279- 
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By  1953,  Mr.  Hersey  stated,  approximately  15%  of  total  notes  or 
50%  of  uninsured  notes  were  generated  under  DPP. 

MR.   HERSEY,   PRESIDENT,  1952- 

In  September,  1952,  Mr.  Fallen  was  promoted  to  the  position  of 
vice  president  of  Staten  and  Mr.  Hersey  was  elected  president  of  NFC. 
Mr.  Fallen  remained  a  member  of  the  NFC  executive  committee. 

When  elected  president,  Mr.  Hersey  felt  the  basic  policies  followed 
since  1946  were  sound.  The  only  immediate  change  he  thought 
needed  was  a  refinement  program,  that  is  a  more  selective  approach 
to  approving  dealers  and  purchasing  notes.  These  moves  were  expected 
to  result  in  a  lower  volume  of  note  purchases. 

REFINEMENT  PROGRAM 

By  March,  1953,  several  factors  contributed  to  a  special  emphasis 
on  cutting  volume  through  the  refinement  program.  In  the  first  place, 
Mr.  Hersey  was  concerned  about  the  rate  of  company  growth,  which 
had  carried  installment  note  purchases  from  $55  million  in  1951 
to  $91  million  in  1952.  Second,  banking  circles  were  beginning  to 
feel  the  effects  of  the  tight-money  policy  attributed  to  the  Eisenhower 
administration. 

"We  wanted  to  go  to  the  banks,"  said  Mr.  Hersey,  "with  the  pro- 
gram of  cutting  note  volume  back  to  $80  million  and  consolidating 
the  gains  we  made  last  year.  We  knew  it  was  easier  to  get  the  banks 
to  go  along  with  us  on  that  than  if  they  thought  we  were  going  after 
more  volume  of  possibly  poorer  quality.  They  would  have  questioned 
very  thoroughly  any  plan  that  would  have  brought  us  more  operating 
problems,  necessitating  added  staff  and  facilities." 

To  explain  the  background  and  purposes  of  the  new  program  to  his 
managers,  Mr.  Hersey  held  four  regional  meetings. 

Commenting  on  subsequent  events,  Mr.  Hersey  said,  "In  April, 
1953,  much  to  my  chagrin  the  company's  volume  was  running  ap- 
proximately 37%  ahead  of  last  year.  However,  this  righted  itself,  and 
by  August  volume  for  the  year  to  date  was  running  llA%  behind 
1952. 

"Because  of  the  more  selective  approach  to  purchasing  notes  and 
servicing  dealers  under  the  refinement  program,  many  branch  mana- 
gers were  afraid  volume  and  profits  would  fall  off.  However,  contrary 
to  our  expectations,  profits  have  increased.  The  cost  of  investigation 
increased  because  the  rejection  rate  rose  from  approximately  25%  to 
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50%  of  applications,  but  the  work  of  handling  approved  notes  has 
dropped  because  of  the  better  quality  of  risks  accepted." 

NOTE  SALES  PROGRAM  OF  1954 

Midway  through  1954,  Mr.  Hersey  embarked  on  a  program  to  in- 
crease the  saleability  of  uninsured  notes,  using  a  plan  suggested  to  the 
company  by  one  of  its  banks. 

NFC  had  found  that  some  banks  would  not  buy  its  uninsured  notes 
at  all,  while  others  limited  their  purchases  to  30%  or  40%  of  notes 
generated.  The  company  wished  to  sell  uninsured  as  well  as  insured 
paper  to  all  banks.  In  1954,  this  objective  became  especially  important, 
as  the  company  was  expecting  to  make  a  higher  ratio  of  uninsured 
loans,  partly  because  of  changes  in  the  FHA  law  and  partly  because  the 
current  disclosure  of  past  irregularities  in  FHA  were  accompanied  by 
much  unfavorable  publicity. 

In  January,  1954,  about  30%)  of  notes  sold  consisted  ofjininsured 
paper;  Mr.  Hersey  wished  to  increase  this  percentage  to  55%  or  60% 
by  the  end  of  1955.  To  achieve  this  objective,  the  device  of  a  "creep- 
ing schedule"  was  adopted;  in  other  words,  banks  were  offered  an  in- 
crease in  reserves  and  interest  income  if  they  would  take  a  higher 
ratio  of  uninsured  paper.  Details  of  the  plan  are  shown  in  the  following 
schedule : 


Ratio  of  Uninsured 
Notes  Purchased 

Reserve 
Account 

Interest  Rate  on 
Uninsured  Notes 

50%  or  less  

15% 

4H% 

50H50%  

I'M 

4V2 

60-70%  r~7 

20 

4% 

70-80%  

22^ 

4% 

80-90%  

25 

4Vs 

Over  90%  

25 

5 

"For  NFC,"  Mr.  Hersey  pointed  out,  "the  new  plan,  over  all  would 
not  cause  higher  interest  charges  than  the  old,  until  the  ratio  of  un- 
insured paper  rose  to  60%.  This  was  true  because  the  new  plan  fea- 
tured a  reduction  in  the  interest  rate  on  insured  paper  from  4^4% 
to  4%." 

THE  FUTURE 

In  speaking  of  his  ideas  for  the  future,  Mr.  Hersey  said  that  he 
wished  "eventually"  to  diversify  bank  sources,  so  that  more  of  the 
financing  of  each  branch  would  be  handled  through  local  branches. 
"This  would  help  overcome  the  risk  of  having  certain  large  banks 
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purchasing  all  the  paper  generated  by  as  many  as  four  offices.  It  would 
also  help  build  up  a  relationship  between  the  [branch]  manager  and 
the  bank  that  should  make  it  easier  to  have  credit  lines  increased  when 
necessary.  Secondly,  the  managers  would  develop  a  better  idea  of  the 
paper  that  was  acceptable  to  the  banks  they  were  dealing  with  .... 
Thirdly,  the  added  responsibility  .  .  .  would  aid  in  the  development 
of  managers." 

Another  of  Mr.  Hersey's  ideas  concerned  an  NFC  stock  issue. 

"My  long-term  ambition  regarding  the  company  is  to  be  remembered 
as  the  man  who  put  it  on  the  basis  of  being  financed  through  a  public 
stock  issue.  I  don't  think  we  should  be  financed  entirely  by  this  means, 
Ibut  we  might  get  $60  million  from  the  public  and  raise  the  remainder 
from  bank  lines.  I  realize  there's  a  lot  of  disagreement  on  this  point." 

In  speaking  of  other  possible  fields  of  business  for  the  company,  Mr. 
Hersey  said  in  1954,  "Fortunately  we  have  only  begun  to  explore  the 
possible  loan  plans  into  which  this  company  may  enter  ....  Some 
of  these  are:  financing,  on  a  discount  basis,  small  houses  and  summer 
cottages  in  areas  not  approved  by  insurance  companies  for  mortgage 
loans;  working  capital  loans  to  retail  lumber  dealers  and  contractors; 
"brokerage"  of  mortgage  loans;  financing  of  plumbing,  heating,  and 
electrical  contractors  and  dealers;  entering  into  financing  arrangements 
with  national  manufacturers  of  kitchens,  plumbing  and  heating,  elec- 
trical appliances,  and  store  fronts. 

"In  the  past  we  have  noticed  that  when  the  mortgage  market  was 
tight  and  people  could  not  build,  people  put  more  money  into  home 
improvements.  These  two  types  of  financing  provide  a  balance  for 
each  other  as  far  as  total  volume  is  concerned. 

"We  have  explored  other  types  of  financing  from  time  to  time  but 
decided  that  as  long  as  there  was  enough  business  to  warrant  specializa- 
tion in  home-improvement  financing,  NFC  would  stay  in  this  segment 
of  the  business.  A  change  to  automobile,  appliance,  or  other  type  of 
financing  would  have  serious  implications.  We  would  have  to  retrain 
our  personnel  and  change  forms  and  procedure  to  handle  a  different 
type  of  business.  Any  switch  would  also  put  us  in  competition  with 
other  specialized  loaning  companies." 

COMPANY  ORGANIZATION 

NFC  functioned  as  a  separate  corporate  entity  even  though  its  stock 
was  owned  by  Staten.  Mr.  Hersey  commented,  "We  have  two  Staten 
Corporation  vice  presidents  on  our  board.  There  is  practically  no  re- 
view and  no  reporting  to  Staten  with  respect  to  day-to-day  operations. 
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Staten  executives  are  available  for  consultation  when  needed,  but  this 
relationship  does  not  extend  beyond  the  policy  level." 

HOME  OFFICE 

All  the  company's  negotiations  with  the  banks  for  credit  were  con- 
ducted through  the  home  office  by  Mr.  Hersey  and  Mr.  Holmes,  the 
treasurer.  In  addition,  the  home  office  made  the  policies  administered 
in  the  local  branches. 

Home  office  activities  were  carried  on  through  five  major  divisions, 
some  of  them  composed  of  two  or  more  departments.  As  shown  in  the 
organization  chart  (Exhibit  5),  these  divisions  were: 


Exhibit  5 

NATIONAL  FINANCE  COMPANY,  INC.  (A) 
Organization  Chart  (December,  1953) 


BOARD  OF  DIRECTORS 
R.S.  HERSEY 
E.M.  HOLMES 
2  STATEN  OFFICERS 
7  OUTSIDE  DIRECTORS 


EXECUTIVE  COMMITTEE 
R.S.  HERSEY 
R.T.  FALLEN 
VICE  CHAIRMAN  OF  THE  BOARD 
2  DIRECTORS 


TREASURER'S 

DIVISION 
E.M.  HOLMES 


ACCOUNTING 
DEPARTMENT 
F.D.  KAPLAN 


SECRETARY  j 
AND 

GENERAL  COUNSEL 
T.J.  FULGER 


AUDITING  AND 
STANDARDS  DIVISION 
D.K.  HASTINGS 


TABULATING 
DEPARTMENT 
H.I.  MITCHELL 


AUDITING 
DEPARTMENT 
I.N.  MC TAG 


STANDARDS 
DEPARTMENT 
H  F  JUDD 


INSURANCE 
DEPARTMENT 
D.M.  GRANT 


PERSONNEL 
DIVISION 
R.S.  HERSEY 


PAYROLL 
DEPARTMENT 
F  D.  KAPLAN 


INSTALLMENT  NOTE 
DIVISION 
R.J.  LYONS 


PERSONNEL 
DEPARTMENT 
W  A  SPERRY 


MORTGAGE  AND 
PROJECTS  DIVISION 
W.C.  SINGER 


ADVERTISING  I 
AND  DEALER  M— 
RELATIONS 
DEPARTMENT 
■  R.  SMITH  | 


CREDIT 
DEPARTMENT 
T.J.  SCHELL 


I  FIELD  OFFICES! 


Source:  Company  records. 


1.  Treasurer's  Division  (Mr.  E.  M.  Holmes).  All  home  office  di- 
visions shared  in  the  work  of  keeping  track  of  or  controlling  branch 
operations.  For  example,  the  accounting  department  of  the  treasurer's 
division  kept  informed  about  all  income  and  expenditures  for  each 
branch  on  a  daily  basis.  This  was  done  through  two  reports:  (1)  a 
Consolidated  Daily  Summary  which  summarized  debts  and  credits  to 
all  accounts  arising  out  of  operations  at  each  branch;  and  (2)  a  Daily 
Report  of  Notes  Purchased.  (See  Exhibit  C-6  in  National  Finance 
Company  Inc.  [C].) 
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2.  Auditing  and  Standards  Department  {Mr.  D.  K.  Hastings) .  The 
auditing  department  made  an  annual  review  of  each  branch  on  the 
basis  of  which  the  audit  supervisor  wrote  a  report  summarizing 
"(1)  current  practices  criticized,  and  (2)  items  requiring  further 
attention  and  correction."  The  supervisor  first  discussed  the  report 
with  the  branch  manager  and  then  sent  copies  to  Mr.  Hersey,  Mr. 
Fallen,  and  Mr.  Hastings.  Within  30  days  the  manager  was  required 
to  inform  the  home  office  what  he  had  done  to  overcome  the  difficul- 
ties mentioned  in  the  report. 

The  standards  department  made  detailed  reviews  of  procedures  and 
methods  at  each  branch  to  assure  that  each  field  office  was  being  op- 
erated in  conformity  with  the  standards  laid  down  in  the  company 
handbook. 

3.  Personnel  Division  {Mr.  R.  S.  Hersey).  The  personnel  division 
formulated  and  administered  policies  pertaining  to  personnel,  training 
and  managerial  trainees,  welfare,  salary,  and  promotion. 

Under  Mr.  Hersey,  an  on-the-job  training  program  for  college 
graduates  was  established  in  1949.  This  was  terminated  in  1952.  By 
December,  1953,  there  were  a  few  trainees  in  an  informal  program 
which  was  run  by  the  managers  in  charge  of  specific  branches. 

Benefits  made  available  to  employees  included  life  and  medical  in- 
surance, and  a  co-operative  retirement  plan.  Mr.  Hersey  did  not  con- 
sider this  latter  plan  to  be  fully  adequate. 

Salaries  were  reviewed  every  six  months,  but  in  general  were  ad- 
justed once  a  year.  Factors  considered  other  than  a  promotion  to  a 
different  position  were  the  quality  as  well  as  the  quantity  of  business, 
and  personnel  training  and  morale  developed  by  the  manager  at  the 
branch  level.  Three  examples  of  manager  remuneration  follow  (see 
also  Exhibit  7 ) : 


Branch 

Age  of 
Manager 

Years 
with 
NFC 

Length  of 
Time  as 
Branch 
Manager 

Salary  at 
Time  of 
Appointment  as 
Branch  Manager 

Annual  Salary, 
1952 

2 

33 

6 

1 

$5,700 

$  6,600 

19.. 

42 

7 

3 

5,400-  no. 

7,500 

32.. 

47 

14 

iH 

9,200^  |S*c 

11,000 

Sixty-two  per  cent  of  the  managers  earned  between  $6,000  and 
$8,000  annually. 

In  order  to  acquaint  a  new  manager  with  an  idea  of  over-all  opera- 
tion, the  company  brought  him  to  the  home  office  for  a  few  days  at 
the  time  of  his  appointment.  Under  Mr.  Hersey's  management,  promo- 
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tions  above  the  branch  office  level  to  key  positions  in  the  home 
office  were  generally  made  from  the  field  offices. 

4.  Installment  Note  Division  (Mr.  R.  J.  Lyons).  Through  its  credit 
department,  this  division  formulated  a  uniform  credit  policy  for  use  by 
the  branches  in  accepting  or  rejecting  installment  notes.  For  example, 
branches  were  instructed  on  how  to  evaluate  factors  such  as  an  ap- 
plicant's age,  credit  record,  occupation,  race,  income,  expenses,  number 
of  dependents,  etc.  (see  Exhibit  6). 

Exhibit  6 

NATIONAL  FINANCE  COMPANY,  INC.  (AB) 
NFC  Credit  Policy  Guides 

[Excerpts  from  a  statement  dated  October  5,  1953,  addressed  from  the  home 
office  to  all  branch  office  credit  managers.] 

*     *     #     #  # 

Risk  Classification 

Risks  will  be  classified  "A,"  "B,"  X,"  or  "reject." 

"A"  classification  is  reserved  for  exceptional  transactions  where  the  rec- 
ord of  the  applicant  is  without  blemish  and  ample  financial  means  are  evi- 
dent. 

"B"  classification  is  used  to  designate  good  risks,  that  is,  those  in  which 
the  applicant  has  a  satisfactory  credit  record  and  the  means  commensurate 
with  the  amount  involved,  so  that  no  collection  effort  is  anticipated. 

"C"  classification  are  those  transactions  which  good  judgment  deter- 
mines should  be  purchased,  but  which  are  admittedly  inferior  in  quality  to 
"B"  risks.  These  risks  have  a  greater  than  normal  possibility  of  loss. 
NOTE  this  well:  The  larger  the  number  of  "C"  risks  which  can  be  opened 
and  paid  off  without  undue  loss  or  collection  expense,  the  more  successful  the 
credit  operation  .... 

Caution  Signals— What  to  Watch  Out  for 

a)  Age:  Applicant  less  than  25  or  over  65  years  old.  Hazard  of  age  may  be 
offset  by  security  or  co-makers,  preferably  relatives,  with  acceptable  credit 
records  .... 

b)  Credit  Record:  Watch  for  the  following  danger  signals: 

1.  One  or  more  slow  open  accounts  within  the  past  year. 

2.  One  or  more  slow  contract  (budget)  accounts  within  the  last  three 
years. 

3.  Any  previous  NFC  accounts  classified  as  slow  or  unsatisfactory,  unless 
current  investigation  gives  strong  evidence  of  applicant's  present 
ability  and  willingness  to  pay  .... 

4.  Real  estate  taxes  delinquent. 

5.  One  or  more  profit  and  loss  accounts  for  over  $10  each  in  the  last 
three  years  unless  the  credit  record  contains  a  satisfactory  explanation. 
These  are  accounts  which  the  applicant  never  paid. 
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Exhibit  6 — Continued 

6.  One  or  more  accounts  turned  over  to  attorneys  or  agencies  for  collec- 
tion in  the  last  three  years  unless  the  credit  information  contains  a 
satisfactory  explanation. 

7.  One  or  more  suits  pending  without  satisfactory  explanation. 

8.  One  or  more  judgments,  satisfied  or  not,  within  the  last  five  years. 

9.  One  or  more  repossessions  in  the  last  three  years. 

10.  Bankruptcy  or  wage  earner's  plan  (garnishee  of  salary)  in  last  five 
years. 

11.  One  or  more  extensions  or  rewrites  with  no  additional  advance  of 
credit  in  the  last  three  years — unless  credit  history  shows  that  the 
terms  of  the  extended  or  rewritten  obligation  have  been  or  are  be- 
ing met. 

Occupation  of  Applicant 

Group  I — Good  Risks 
Businss  executives 
Accountants  and  auditors 
Retail  managers  (independent) 
Chain-store  managers 
Physicians,  surgeons,  dentists 
Engineers  (chemical,  civil,  etc.) 
General  farmers  (owners) 
Army  and  Navy  officers 
Office  workers  (clerks,  stenographers) 
College  professors  and  instructors 
Railroad  clerks 
Skilled  factory  workers 
Post  office  employees 
Railroad  workers  (trainmen) 
Hotel  and  restaurant  managers 
School  teachers  (elementary  and  high  school) 
Clergymen  (white) 
Nurses 

Public  officials  (federal,  state,  and  local) 
Retail  salespeople 
Routemen  or  route  salesmen 
Printers 

Lawyers  and  judges 
Traveling  salesmen 
Plumbers 

Policemen  and  firemen 

Carpenters  (salaried) 

Guards  and  watchmen 

Truck  and  bus  drivers  (salaried) 

Unskilled  factory  workers 

Janitors  (salaried ) 
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Group  II — Poor  Risks 
Section  hands 
Brick  masons 
Plasterers 
Barbers 
Coal  miners 
Common  laborers 
Bartenders 

Domestic  servants  (day workers) 

Painters 

Farm  laborers 

Beauticians 

Tenant  farmers 

Soldiers  and  sailors  (enlisted  men) 
Automobile  salesmen 

Rooming  and  convalescent  home  operators 

Any  loan  in  excess  of  $1,500  net  to  an  applicant  whose  occupation  ap- 
pears in  Group  II  must  be  adequately  secured;  at  your  discretion,  you  may 
require  security  or  co-maker  for  smaller  amounts. 

Length  of  Employment 

Use  extreme  caution  if  applicant  is  employed  less  than  18  months  in  ex- 
tremely stable  business  or  industry;  less  than  24  months  in  other  lines;  less  than 
three  years  if  self-employed  .... 

Fixed  Charges 

Use  extreme  caution,  and  normally  reject,  an  applicant  whose  fixed  obliga- 
tions exceed  35%  of  net  income  up  to  $400  per  month,  or  exceed  40%  of  net 
income  in  excess  of  $400  a  month  .... 

Dependents 

Use  extreme  caution  if  the  number  of  dependents  is  high  in  proportion  to 
income  remaining  after  fixed  charges  have  been  deducted,  that  is,  if  the  net 
monthly  income,  less  fixed  charges,  leaves  an  average  of  less  than — 

a)  $35  per  month  per  person  in  rural  communities,  or 

b )  $45  per  month  per  person  in  large  cities. 

Indefinite  or  Seasonal  Income,  or  split  income,  are  causes  for  caution. 
Thin  or  Marginal  Equity 

a)  Credit  should  not  be  granted  for  over  three  times  the  applicant's  paid-in 
cash  equity  ....  In  no  event  should  the  net  amount  of  the  transaction 
exceed  the  cost  of  the  property  .... 

b)  Occupancy  by  lease:  where  the  property  to  be  improved  is  occupied  un- 
der a  lease,  the  lease  must  extend  at  least  six  months  beyond  the  maturity 
of  the  note  .... 
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Character  and  Reputation 

Watch  for  elements  in  applicant's  personal  history  indicative  of  unwilling- 
ness to  pay;  moral  standards  or  deficiencies  in  character  which  could  impair  his 
ability  to  pay. 

Size  of  Loan 

Net  proceeds  of  note  should  not  exceed  five  times  applicant's  average  net 
monthly  income.  (Net  monthly  income  is  what  is  left  after  income  taxes.) 

Minimum  Income 

Extreme  caution,  and  probably  rejection,  is  necessary  when  income  of  appli- 
cant is  less  than  $150  a  month./  J 

Race 

Poorest  risks  of  all  (with  exceptions,  of  course)  are  Mexican,  Negro,  Indian, 
or  Greek.  Special  limitations  apply  to  enforceability  of  obligations  incurred  by 
American  Indians,  and  notes  of  such  makers  should  be  avoided.  Obviously,  not 
all  Greeks,  for  instance,  are  poor  risks — you  undoubtedly  have  one  or  two  good 
customers  who  are  Greek,  owners  of  well-established  restaurants,  for  instance. 

In  the  above  categories,  maximum  unsecured  loan  may  not  exceed  $1,000 
net,  nor  should  it  exceed  the  cash  equity  in  the  property  to  be  improved. 

Rejections 

Rejections  require  especially  prompt  review  by  the  branch  manager  to  insure 
staff  compliance  with  prescribed  credit  policy,  and  preservation  of  good  relations 
with  customers  and  prospects.  All  rejections  should  be  passed  on  to  your  branch 
manager,  with  reasons  for  rejection  noted  briefly  on  the  application. 

Employment  Types — Do  Not  Consider  the  Following 

Painters 
Paper  hangers 
Fishermen 
One-crop  farmers 
Seasonal  farm  workers 
Musicians 

Self-employed  truck  operators 

While  endeavoring  to  maintain  a  uniform  policy,  the  credit  depart- 
ment permitted  exceptions  consistent  with  changes  in  the  national  com- 
petitive pattern.  Also,  if  local  competition  appeared  seriously  to 
threaten  business  in  a  certain  field  office,  the  credit  department  per- 
mitted some  modification  in  the  general  credit  policy. 

5.  Advertising  and  Dealer  Relations  Department  (Mr.  K.  R. 
Smith).  The  installment  note  division  also  planned  promotional  ac- 
tivities for  the  entire  company  through  its  advertising  and  dealer  rela- 
tions department.  NFC  concentrated  its  promotional  efforts  upon  deal- 


NATIONAL  FINANCE  COMPANY,  INC.  (AB) 


301 


ers;  no  direct  promotional  efforts  were  made  to  the  "note  maker" 
or  final  consumer  of  company  service. 

The  company's  most  important  promotional  aides  to  dealers  were, 


l. . 

2.  . 

3.  . 
(*)• 

5.  . 

6.  . 

7.  . 


9. 
10. 
11. 
12. 
13. 
14. 
15. 
16. 
(*). 
18. 
19. 
20. 
(*)■ 
22. 
23. 
24. 
25. 
26. 
27. 
28. 
29. 
30. 
31. 

32.  , 

33.  . 

34.  . 

35.  . 


Exhibit  7 

NATIONAL  FINANCE  COMPANY,  INC.  (AB) 
Branch  Manager  Records 


Branch 


Manager 


A 
B 
C 

E 
F 
G 
H 
I 

J 

K 

L 

M 

N 

O 

P 

R 
S 
T 


Age  of 
Manager 


33 
36 

36 
37 
29 
40 
49 
47 
56 
48 
53 
45 
47 
47 

46 
42 

38 


Years 
with 
NFC 


3 
6 
6 

13 
4 
8 

16 

12 
9 

11 
8 
6 

12 
7 

16 

7 
7 

14 


V  57  8  7  yrs. 
W  39  7  4  yrs. 
X  52  5  4  yrs. 

Y  49  9  9  yrs. 
Z  41  7  6  yrs. 
AA  48  12  5  yrs. 
BB  50  7  4  yrs. 
CC  63  12  12  yrs. 
DD  58  16  6  yrs. 
EE  45  13  12  yrs. 
FF  47  14  IJiyrs. 
GG  ?  7  7yrs. 
HH  50  7  lyr. 

No  Manager  as  of  February  1,  1954 


Length  of 
Time  as  a 
Branch 
Manager 


5  mos. 
lyr. 

10  mos. 

6  mos. 
2  yrs. 
2  yrs. 

2  yrs. 
9  yrs. 

3  yrs. 
10  mos. 

4  yrs. 
4  yrs. 

4  yrs. 
lyr. 

5  yrs. 

7  yrs. 
3  yrs. 
2  yrs. 


Annual 
Salary, 
1953 


$  4,800 
6,600 
6,600f 

6,000 
6,000 
6,000 
7,200 
7,200 
6,600 
6,600 
7,000 
7,000 
7,200 
7,200 
7,200 

8,400 
7,500 
8,400 

8,400 
7,800 
7,800f 
9,000 
8,000 
8,000 
9,000 
9,200 
8,250 
10,000 
11,000 
11,000 
12,000 


*  Data  not  available, 
f  Salary  rate  at  end  of  year. 
Source :  Company  records. 


according  to  Mr.  Lyons,  assistance  in  developing  local  sales  and  adver- 
tising campaigns;  education  in  time  sales  know-how;  and  aid  in  train- 
ing the  dealer  staff.  Also  NFC's  relations  with  the  borrower  were  sup- 
posed to  be  such  as  to  promote  repeat  sales.  According  to  Mr.  Lyons, 
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the  "repeat  sales  angle"  was  "most  important  to  well-established  deal- 
ers, particularly  lumber  and  plumbing  and  heating  dealers,  who  are 
interested  in  a  sustained  relationship  with  their  customers." 

6.  Mortgage  and  Projects  Division  {Mr.  W.  C.  Singer).  The 
mortgage  business9  of  NFC  was  carried  on  at  eight  of  its  35  branches. 
Branch  managers  made  the  field  contacts  with  contractors,  but  all 
loans  had  to  be  centrally  approved  by  the  division  head.  The  home 
office  followed  the  progress  of  construction  by  means  of  detailed 
montly  reports  from  the  branch  manager.  On  completion  of  the  project, 
sale  of  mortgages  to  ultimate  investors  was  centrally  handled. 

BRANCH  FUNCTIONS 

Under  centrally  determined  policies,  the  35  branches  of  NFC  carried 
on  the  work  of  selecting  dealers,  accepting  or  rejecting  credit  applica- 
tions, and  collecting  installment  payments  to  be  transmitted  to  the 
home  office. 

The  job  of  getting  dealers  was  complicated  by  the  fact  that  many 
of  them  engaged  in  unethical  practices,  such  as  "par  deals,"10  "mortgage 
rewrite  deals,"11  "loading  deals,"12  and  others.  According  to  Mr.  Hersey 
and  Mr.  Lyons,  roofing  and  siding  application  dealers  were  especially 
apt  to  prove  undesirable.  Mr.  Lyons  said,  "The  highest  percentage  of 
this  type  of  business  is  concentrated  on  the  East  and  West  Coasts  and 
around  Chicago.  I  think  the  reason  is  the  heavier  concentration  of 
older  buildings.  The  salesmen  of  these  dealers  seem  to  operate  more 


9  The  financing  of  new  home  construction  began  with  advances  to  contractors  on 
projects  involving  at  least  five  houses.  When  the  project  was  completed,  NFC  converted 
construction  loans  to  customer  mortgages,  which  were  then  sold  in  blocks  to  other  in- 
vestors. However,  NFC  continued  to  service  these  mortgages  for  a  charge  of  three  fourths 
of  1  %  of  the  amount  of  the  mortgage  outstanding. 

In  the  first  quarter  of  1953  about  13,673  mortgages  with  an  outstanding  balance  of  $75.4 
million  were  being  serviced.  Of  these  mortgages  only  0.4%  were  delinquent,  and  only 
0.1%  delinquent  over  90  days. 

In  a  few  cases,  contractors  financing  through  NFC  advances  had  gone  bankrupt.  NFC 
had  completed  the  projects,  renting  the  homes  until  they  could  be  sold  at  a  satisfactory 
price.  In  December,  1953,  company  investment  in  such  assets  totaled  $4.5  million. 

10  In  par  deals  salesmen  charged  customers  "all  the  traffic  would  bear,"  but  got  a 
dealer  (often  a  roofing  and  siding  applicator)  to  do  the  job  at  a  stated  price,  sometimes 
hundreds  of  dollars  lower.  Customers  with  complaints  had  recourse  only  to  the  salesman, 
who  often  had  no  permanent  office. 

11  In  these  cases  salesmen  promised  to  get  customers'  mortgages  rewritten  to  cover  cost 
of  note.  Actually,  only  the  mortgage  holder  could  do  this. 

12  For  customers  too  much  in  debt  to  qualify  for  additional  loans,  salesmen  lumped  all 
debts  together,  wrote  and  financed  a  note  for  the  total,  thus  giving  customers  money  to  re- 
pay existing  creditors.  It  was  illegal  to  finance  such  deals  by  FHA-insured  loans;  they 
were  also  contrary  to  the  warranty  given  by  dealers  to  NFC  on  uninsured  loans. 
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in  the  districts  'across  the  tracks'  where  people  are  poor,  gullible,  and 
more  easily  taken  in  by  these  gimmicks." 

Before  taking  on  a  dealer,  the  NFC  branch  checked  his  bank  and 
trade  references  and  had  a  character  report  compiled  by  a  local  credit 
bureau.  Unless  the  dealer  had  a  C  +  1  or  better  Dun  &  Bradstreet 
rating,  he  had  to  furnish  financial  data  along  with  his  application  for 
NFC  service.  The  company  accepted  dealers  within  100  miles  of  its 
branches  only  if  they  had  experience  and  handled  an  acceptable 
product. 

It  was  also  the  policy  of  FHA  to  enforce  strict  regulations  regarding 
dealer  honesty  and  fair  selling  methods.  It  black-listed  any  dealer  dis- 
covered using  fraudulent  practices  and  requested  that  financing  com- 
panies refuse  to  do  business  with  him. 

BRANCH  ORGANIZATION 

Branch  organization  varied  according  to  the  volume  of  business 
handled.  In  a  large  branch  that  generated  enough  volume,  a  high  de- 
gree of  job  specialization  was  warranted.  In  a  smaller  branch  the 
manager  or  office  manager  might  actually  be  doing  all  the  jobs  in  the 
branch  with  only  one  or  two  assistants. 

Branches  ranged  in  size  and  volume  from  Greenville,  South  Caro- 
lina, which  had  five  employees  and  total  outstanding  notes  of  $507,- 
859,  to  the  Los  Angeles  branch,  which  had  28  employees  and  total 
outstanding  notes  of  $6,322,100.  "For  a  profitable  operation,"  Mr. 
Hersey  said,  "a  branch  had  to  purchase  at  least  $ [1 00,000 ^ex  month — 
preferably  nearer  to  $200,000 — and  until  outstandings  were  in  the 
ordbr_ofJf225 00,000,  profitable  operation  was  difficult." 

Between  1946  and  1954,  three  offices  had  been  closed  because  of 
unsatisfactory  economic  conditions  in  the  areas  serviced.  Mr.  Hersey 
stated  in  January,  1954,  that  "NFC  is  not  considering  additional  field 
office  locations,  although  economic  development  in  several  areas  is  be- 
ing observed  closely.  The  capital  position  of  the  company  will  not  per- 
mit any  considerable  expansion  in  volume,  and  we  will  do  well  to  take 
care  of  the  business  we  are  already  generating  in  existing  offices." 

BRANCH  OFFICE  CASES 

As  John  Scott,  the  case  writer  for  the  Harvard  Business  School, 
wished  to  see  some  NFC  branches,  arrangements  were  made  for  him 
to  visit  the  offices  at  Springfield,  Pittsburgh,  and  Cincinnati.  In  speak- 
ing of  these  branches  Mr.  Hersey  said: 
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Because  of  rhe  business  conditions  in  New  England  and  rhe  tough  competi- 
tion from  the  Colonial  Bank  and  that  Feinberg  fellow.  Hal  Edmonds  in  the 
Springfield,  Massachusetts,  office  has  had  a  lot  of  hard  luck  in  increasing  the 
business.  Thev  have  a  delinquency  problem  that  is  not  in  every  respect  due  to 
the  operation  of  the  office.  We  also  have  a  soggy  morale  problem  in  Springfield. 
The  board  has  discussed  the  advisability  of  closing  up  the  Springfield  office  sev- 
eral times,  but  each  time  we  come  to  the  conclusion  that  it  should  be  left  open. 

Bill  Tyneki  Pittsburgh  is  a  one-man  show,  and  things  would  be  much  dif- 
ferent if  someone  else  were  running  the  office.  Bill  doesn't  like  to  ge:  our  and 
so  he  stavs  in  the  office  90  %  of  the  time.  Bill  is  possibly  more  like  a  typical 
banker  than  any  other  manager  we  have.  He  handles  even  siding  and  applicator 
dealers  in  a  way  that  puts  his  business  on  a  different  plane  from  the  ordinary 
siding  and  roofing  applicator  business. 

I'm  glad  you're  going  to  see  the  Cincinnati  office.  I  consider  it  a  more  typical 
branch  office.  Hal  Edmonds  in  Springfield  is  in  a  very  difficult  situation  and  has 
many  problems  to  deal  with  ....  It's  a  small  branch,  volume  is  low.  and  com- 
petition is  tough.  On  the  other  hand.  Bill  Tvne  in  Pittsburgh  has  built  up  one  of 
our  smoothest  running,  good-volume  branches.  I  think  Jack  Pantel,  who  has  been 
Cincinnati  manager  for  16  months,  is  somewhere  between. 
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Following  the  plan  outlined  in  National  Finance  Company,  Inc. 
(A),1  John  Scott  of  the  Harvard  Business  School  made  two  visits  to 
the  company's  Springfield  office. 

The  Springfield  branch  occupied  one  large  room,  about  30  feet  by 
70  feet,  in  a  downtown  office  building.  Its  personnel  included  the 
branch  manager,  Mr^JHarold  Edmonds,  and  the  office  manager,  Mr. 
Stuart  Leed,  who  also  acted  as  credit  manager  and  shared  field  duties 
with  Mr.  Edmonds.  Four  women  were  on  the  staff:  one  as  a  book- 
keeper; one  as  a  cashier;  and  the  remaining  two  shared  the  duties  of 
note  purchase  clerk,  collection  clerk,  credit  clerk,  file  clerk,  and  stenog- 
rapher. 

BRANCH  HISTORY 

The  Springfield  branch  was  opened  in  1938,  as  the  second  branch  LW^/? 
office  of  the  company.  Between  1938  and  1947,  when  Mr.  Edmonds  P<T^s 
took  over  as  manager,  the  branch  had  four  heads.  The  first,  a  lawyer, 
left  in  1939  to  take  charge  of  collection  work  for  a  legal  firm.  The 
second,  Mr.  Thomas  (1939-43),  was  transferred  by  NFC  to  its  Los 
Angeles  office  as  manager.  The  third  incumbent  left  after  a  year  to 
become  supervisor  of  the  installment  loan  department  in  a  large  bank. 
Mr.  Edmonds'  immediate  predecessor  was  Mr.  Roberts  (1944-47), 
who  left  to  become  credit  manager  of  a  lumber  company. 

In  describing  his  own  background,  Mr.  Edmonds  said  that  before  -7; : 
coming  to  NFC  in  1944,  he  had  worked  11  years  with  a  large  rubber  x-rir 
company,  the  last  nine  years  as  credit  manager.  In  1943,  he  concluded 
that  his  iob  offered  limited  possibilities  for  the  future  and  he  decided 
to  leave  the  company.  "By  saving  my  money  for  a  while,"  he  said,  'JL 
built  up  a  reserve  fund  that  enabled  me  to  run  a  carefully  planned 
little  employment  campaign  for  myself,  and  to  take  the  time  to  investi- 
gate the  job  leads  I  received  from  it.  After  interviewing  1 1  employers, 
I  narrowed  the  field  down  to  two,  a  large  department  store  chain  and 
NFC.  I  thought  I  saw  a  better  future  with  NFC,  and  so  I  accepted  the 
job  here,  starting  off  as  second  man  in  the  Springfield  office. 

1  All  names  have  been  disguised. 
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"When  I  was  hired  in  1944,  NFC  was  a  service  subsidiary  of  the 
Franklin  Lumber  Company.  1^  don't  think  it  really  mattered  whether 
or  not  we  made  money  then,  because  the  top  management  of  Frank- 
lin considered  our  main  purpose  was  to  increase  lumberyard  sales. 
At  that  time  this  office  was  doing  a  volume  of  over  $300,000  per  year. 

"When  the  Staten  people  took  over  iq___1946  and  1947,  things 
changed  quite  a  bit.  They  sent  standards  and  efficiency  men  to  each 
office  and  put  each  of  us  under  the  microscope.  After  a  thorough  in- 
vestjgation,_guite  a  few  heads  were  loped  off,  including  some  branch 
managers  and  company  top  brass.  They  probably  improved  efficiency, 
butjn  thejrocess  they  threw  out  years  and  years  of  solid  experience. 
In  my  opinion,  Bob  Fallen  had  no  peer  as  a  banker  or  financier,  but  as 
a  man  he  was  awfully  hard  to  get  along  with. 


Exhibit  2 

NATIONAL  FINANCE  COMPANY,  INC. 
Springfield  Branch  Office 
Number  of  Dealers 
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Year 

Total 

Lumber 

Applicators 

Plumbing  and  heating 

No. 

% 

No. 

/  %  j 

No. 

% 

Figur 

es  Not  Ava 

liable  before 

'  1945 

- 

1945  

80 

28 

35 

52 

65 

1946  

89 

13 

15 

76 

85 

1947  

77 

10 

13 

62 

81 

5 

6 

1948  

124 

27 

22 

89 

72 

8 

6 

1949  

123 

18 

15 

99 

80 

6 

5 

1950  

116 

17 

15 

95 

82 

4 

3 

1951  

162 

10 

6 

97 

60 

55 

34 

1952  

157 

13 

8 

87 

56 

57 

36 

1953  

144 

11 

8 

88 

61 

45 

31 

Source:  Company  records. 


"Under  Staten  ownership  NFC  had  to  stand  on  its  own  feet,  and 
every  branch  was  expected  to  show  a  good  profit.  Consequently,  when 
I  was  promoted  to  branch  manger  in  October,  1947,  I  had  to  put  more 
emphasis  on  improving  our  profit  picture.  Profits  depend  on  what^  I 
call  the  'Three  V's' — volume,  velocity,  and  virtue.  Volume  is  total 
outstandings  and  note  purchases.  Velocity  is  the  speed  with  which 
money  turns  over,  and  virtue  is  the  quality  of  notes  bought.  The  fig- 
ures on  our  operation  ( see  Exhibits  1  and  2 )  give  you  an  idea  of  what 
has  been  established  at  a  maximum  of  about  $2  million,  and  I  don't 
think  it  can  be  increased  much  over  that." 
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OFFICE  ORGANIZATION  AND  WORK  SCHEDULES 

"We've  got  a  smooth  running,  co-operative  organization  here.  I 
hired  all  but  one  of  the  four  girls  right  from  school  because  I've  found 
that  it's  easier  to  train  a  girl  in  our  system  if  we  get  her  before  she  has 
picked  up  a  lot  of  ideas  in  another  office.  All  but  one  of  the  girls  have 
been  here  for  more  than  two  years,  and  one  completed  her  sixth  year 
in  December,  1953-  Most  of  them  have  gone  to  night  school  to  study 
subjects  related  to  their  work;  they  all  know  their  jobs  well  and  seem 
to  get  along  well  together. 

"I  interview  carefully  anyone  we  hire  to  try  to  pick  people  who  I 
think  will  fit  in  well.  In  a  small  team  like  this  the  wrong  person  can 
cause  a  lot  of  friction.  I  hire  everyone  with  the  understanding  that  the 
first  six  months  is  a  trial  period  and  that  if  they  don't  fit  in,  we'll  let" 
them  go.  In  all  the  time  I've  been  here  we  have  had  trouble  with  only 
one  man  and  one  girl.  I  let  both  go  at  the  end  of  their  trial  period. 

"I  try  to  have  two  people  trained  for  each  job  so  that  work  won't 
jam  up  when  someone  is  out  sick  or  on  vacation.  TETs  goes  right  from 
my  job  down.  Stu  Leed,  my  office  manager,  can  handle  most  of  my 
work,  and  he  takes  over  the  office  when  I'm  away. 

"We've  had  three  trainees  in  this  branch,  one  each  in  1949,  1950, 
and  1951,  but  none  of  them  stayed  more  than  a  year.  One  left  to  train 
for  the  Baptist  ministry,  one  went  to  work  in  a  hotel,  and  the  other 
took  a  job  with  a  manufacturing  company. 

"I  usually  spend  about_75  %  of  working  hours  in  the  field  contacting 
our  present  dealers,  soliciting  new  accounts,  and  doing  a  small  amount 
of  collection  work.  The  other  25  %  is  spent  in  the  office.  Almost  half 
my  time  in  the  office  is  spent  on  collection  activities.  This  includes 
investigating  and  contacting  delinquent  accounts  we're  having  trouble 
with,  and  reviewing  and  supervising  our  whole  collection  operation. 
The  rest  of  my  inside  time  is  spent  spot  checking  approved  and  rejected 
note  applications  to  keep  in  close  touch  with  our  credit  standards.  I  also 
supervise  general  branch  operation,  and  work  on  letters  and  reports 
for  the  home  office.  I  spend  a  lot  of  time  with  Stu  Leed.  I  feel  I  have  a 
real  responsibility  to  train  him  and  bring  him  along  so  he'll  be  able  to 
take  over  a  branch  himself  sometime  in  the  future. 

"On  the  average,  I  spend  two  evenings  a  week  on  outside  activities 
such  as  attending  dealer  association  meetings.  I've  written  articles  on 
time-payment  merchandising,  and  I  speak  to  many  groups  of  dealers 
and  salesmen  on  budget-payment  plans.  These  activities  are  important 
because  they  sell  NFC  and  the  idea  of  time-payment  financing  to  home- 
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improvement  type  dealers  and  manufacturers  who  may  someday  give 
us  business." 

NOTE  GENERATION  AND  COLLECTION  PROCESS 

"In  order  to  give  you  a  better  picture  of  what  we  do,  I'll  describe  the 
whole  process  of  originating  and  collecting  an  FHA  note,"  continued 
Mr.  Edmonds. 

"First,  the  customer  goes  to,  or  is  contacted  by,  a  home-improvement 
dealer  and  is  sold  a  deal  which  is  to  be  financed  on  a  time-payment 
plan.  The  dealer  tells  the  customer  that  his  time-payment  sales  are 
financed  through  NFC  and  gets  the  customer  to  fill  in  a  credit  applica- 
tion form  (Exhibit  3).  After  the  credit  application  reaches  this  office, 
our  staff  attempts  to  confirm  the  information  on  the  form.  Our  clerks 
check  with  the  applicant's  employer  and  his  bank.  We  check  the  value 
of  his  land  or  property  with  thejitjLdetk's  office.  We  also  get  in  touch 
with  credit  bureaus  and  any  other  references  or  sources  of  information 
that  might  be  helpful.  After  the  information  is  checked,  the  application 
form  is  routed  to  Stu  Leed,  who  is  authorized  to  decide  whether  the  risk 
should  be  approved  or  not. 

"Our  decision  is  then  given  to  the  dealer.  If  the  application  is  ap- 
proved, the  dealer  proceeds  to  do  the  work.  When  the  job  is  completed, 
the  dealer  sends  us  the  promissory  note  signed  by  the  customer,  a 
completion  certificate  similarly  signed,  and  a  copy  of  the  contract 
stating  the  work  done  and  its  cost.  We  frequently  spot  check  with  the 
note  maker  directly  to  make  sure  that  the  dealer  has  completed  the 
work  as  stated.  All  the  papers  and  the  note  are  then  examined  care- 
fully by  two  different  clerks,  and  a  third  clerk  issues  a  check  to  the 
dealer  for  the  proceeds.  ^The  proceeds,  or  cash  price  of  a  note,  is  the 
gross  amount  less  the  discount  and  FHA  insurance  premium. 

"Our  clerk  then  assigns  a  number  to  the  note  and  sends  a  standard 
time-payment  coupon  book  and  a  form  (Exhibit  4)  to  the  note  maker 
for  signature.  The  clerk  next  fills  in  the  headings  of  a  ledger  card 
(Exhibit  5)  and  sends  this  with  the  daily  report  of  notes  purchased 
(Exhibit  6)  to  the  home  office.  There  the  due  dates,  payment,  and 
baiancejcdmrms  aje  posted  on  the  ledger  card,  which  is  sent  back  to  us. 
Wefilejouxledger  cards  by  due  dates,  and  as  each  payment  is  received, 
annotation  is  made  on  the  card.  It  is  then  placed  behind  a  file  divider 
which  separates  the  paid  cards  from  the  unpaid. 

TFarTaccount  goes  unpaid  five  days  after  the  due  date,  an  automatic 
notice  is  sent  out  requesting  payment.  If  it  goes  ten  days  overdue,  a 
stronger  letter  is  sent  out.  If  payment  is  not  made  by  the  fifteenth  over- 
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due  day,  the  account  is  removed  from  the  file,  and  late  charges  are 
assessed  against  the  note  maker.  The  card  is  then  placed  in  the  delin- 
quent rile,  and  from  here  on  the  collection  procedure  gets  more 
pointed;  telephone  calls  and  personal  visits  are  made  if  necessarv.  We 
first  trv  to  determine  the  reason  for  the  delinquency.  If  ir  is  something 

Exhibit  3 

NATIONAL  FINANCE  COMPANY.  INC.  C 
Credit  Application 


NOTE  PROCESSING  SUmmaR 
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that  can  be  adjusted,  we  try  to  work  out  a  settlement;  if  not,  we  set 
out  on  a  plan  of  'annoying'  the  note  maker  to  pay  up. 

"First  we.  call  him  at  home  once  or  twice,  and  then  we  call  at  his 
place  of  work.  We  just  say  'Hello — this  is  the  National  Finance  Com- 
pany calling  and  wait  to  see  what  happens.  Usually  a  little  embarrass- 
ment will  loosen  up  a  delinquent  enough  to  get  a  resumption  of  pay- 
ments. We  stress  the  importance  of  paying  us  to  maintain  credit  ratings 
which  can  be  an  important  asset  when  needed. 


Exhibit  4 

NATIONAL  FINANCE  COMPANY,  INC.  (C) 
Report  on  Note  Purchase 


NATIONAL  FINANCE  COMPANY,  INC. 

REPORT  OF  NOTE  PURCHASE 

Note  Number           _   _ 

Dealer      .    _   _  

Please  answer  the  following  questions,  sign  the  statement  and  return  in  the  er 

closed  envelope. 

1.  Has  the  work  been  entirely  completed? 

2.  Have  the  materials  been  delivered  according  to  your  agreement? 

Yes   No  

3.  Are  the  terms  as  shown  on  your  coupon  book 
in  accordance  with  your  understanding? 

Yes  No  

Signed 

"When  an  account  continues  to  give  us  trouble,  we  usually  drive  out 
to  the  house  and  go  through  a  bluffing  routine  of  asking  pertinent 
questions  about  the  house  'to  help  us  come  to  an  appraisal  value.'  We 
then  pace  off  the  lot  and  'take  pictures'  of  the  house  from  several  angles 
with  a  camera  without  film.  This  often  works,  but  we  always  have  a 
number  of  accounts  we  have  to  hand  over  to  our  attorneys  or  a  collec- 
tion agency  for  settlement.  Most  of  the  notes  we  buy,  however,  pay  off 
like  clockwork — they  never  cause  us  any  trouble.  Only  about  5  %  give 
us  any  difficulty. 

"Responsibility  for  credit  and  collection  work  is  assigned  to  our 
officejnanager,  Stu  Leed,  who  has  worked  with  the  Springfield  branch 
for  eight  years.  He  spends,  3.0 /l  of  his  tirne-injche.  office,  supervising  the 
women^  employees  who  do  most  of  the  routine  work.  The  remaining 


312         PROBLEMS  OF  GENERAL  MANAGEMENT 

Exhibit  5 

NATIONAL  FINANCE  COMPANY,  INC.  (C) 
Ledger  Card 

(Front) 


FHA  Extensior 


Other  NFC  a/c  Numbers. 


Quoted  

Balance  

—  Over  +  Short  .... 
+  Late  Charges  .... 

TOTAL  DUE  -     -     -  - 
Less  Allowance  for  rronths 

PAYOFF  AMOUNT    .  - 


Figured  bv  Checked  by 

National  Finance  Company,  Inc.      Installment  Note  Ledger  Card 


(Back) 


Maker's  Occupation  

Maker1!  Department  or  Badge  Number. 

Employer's  Name  

Wife'i  Employer  

Co-Maker  .  


Co-Maker's  Employer 

Maker's  Salary  

Wife's  Salary  


COLLECTION  DATA 


Bank. 


Improvements  Made. 


.Pay  Day. 
.Pay  Day. 


.Addr 


Address. 
.Address. 


.Address. 


.Other  Income. 
.  Other  Income. 


.Race. 


.Phone: 
.Phone: 
.Phone: 
.Phone: 


.Source- 
.Source. 


]      Lit*  CKg.. 
Aimfd 
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,J50Tc  of  his  time  is  spent  in  the  field  on  collection  and  credit-checking 
work,  and,  to  a  limited  extent,  on  business  development/,' 

CONTROL  INFORMATION 

"I  watch  several  figures  to  keep  in  touch  with  how  the  branch  is 
doing.  Xo  one  of  these  factors  could  be  called  the  key  to  the  whole 
situation;  all  should  be  considered  together. 

"One  of  the  most  important  figures  I  check  each  day  is  the  total 
number  of  deals  received.  This  tells  me  how  much  business  we're 
doing  and  gives  an  indication  of  what  volume  can  be  anticipated  in  the 
future  and  how  competition  and  general  business  conditions  are  affect- 
ing our  volume.  Of  course,  I  try  to  investigate  any  possible  causes  for 
pronounced  increases  or  decreases  in  this  figure. 

"Checking  the  number  of  notes  in  the  'pending-approval'  file  indi- 
cates how  fast  we  are  processing  applications.  On  the  average,  we  can 
give  a  decision  on  a  note  application  within  24  hours  after  we  receive 
it. 

"The  number  of  rejections,  is  a  good  indication  of  the  quality  of 
business  we're  taking.  When  we  have  a  high  volume  of  deals  received 
and  the  rejection  rate  rises.  I  can  generally  assume  that  we're  being 
more  particular  in  risk  selection.  However,  if  the  rejection  percentage 
gets  too  high.  I  start  checking  back  on  some  of  the  applications  to  see  if 
we're  being  too  strict  and  turning  down  good  business. 

"Watching  the  number  of  deals  withdrawn  because  the  customer 
pays  the  dealer  directly  shows  when  a  dealer  is  using  our  office  as  a 
credit  department.  This  is  a  ticklish  problem  that  requires  careful 
handling. 

"The  total  amount  of  notes  outstanding  gives  me  a  good  idea  of 
what  the  branch  income  will  be  in  any  period.  Correlating  this  with 
the  summary  of  actual  and  budgeted  expenses,  I  can  get  a  good  idea  of 
what  our  net  profit  will  be  before  home  office  expenses  and  taxes. 

"A  vital  factor  in  any  branch  operation  is  the  delinquency  ratio, 
which  is  the  percentage  of  the  total  value  of  notes  outstanding  on 
which  a  payment  has  gone  30  days  or  more  overdue." 

VOLUME 

"The  yolume  of  business  done  in  this  branch  fell  from  SI. 6  million 
in  1951  to  SI. 3  million  in  1952  (see  Exhibit  1).  The  home  office 
jumped  on  me  for  this.  In  1953  we  should  do  about  $1.3  million  again. 
My  biggest  worry  is  volume;  we  had  a  runoff  [surplus  of  collections 
over  notes  purchased]  of  about  S40,000  in  October,  and  this  situation 
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is  continuing.  I  know  we're  not  doing  the  volume  we  should.  The 
biggest  factor  in  determining  branch  income  is  the  total  amount  of 
notes  outstanding,  and  when  this  is  falling,  as  ours  is,  branch  income 
and  profits  go  down. 

T  think  the  biggest  reason  for  the  drop  in  note  purchases  here  is 
competition  from  another  home-improvement  loan  operator  named 
Feinberg,  and  from  some  of  the  local  banks,  the  Colonial  especially. 
Feinberg  was  a  former  roofing  and  siding  dealer  who  talked  a  local 
bank  into  giving  him  a  line  of  credit  so  that  he  could  enter  the  finan- 
cing part  of  the  business.  Since  July,  1953,  when  he  started  to  push  his 
financing  business,  he's  been  going  wild  with  a  plan  that  offers  a  90- 
day  deferred  first  payment  and  terms  up  to  five  years.  Compared  with 
our  plans,  which  require  a  first  payment  in  45  days  and  allow  a  maxi-  ^ 
mum  of  three  years  to  pay,  his  plan  has  a  strong  competitive  advantage. 

"During  his  first  month  of  operation  Feinberg  cut  our  business 
almost  in  half.  However,  now  I  think  we  can  see  signs  that  he  is 
beginning  to  weaken.  He  used  to  have  three-hour  service  on  approvals 
but  is  now  taking  up  to  four  days.  Previously,  he  didn't  know  what  it  * 
was  to  turn  down  a  deal,  but  now  I  hear  he  has  a  high  percentage  of  t ***** 
rejects.  I  don't  think  he  can  keep  it  up,  because  we've  found  that  a  high 
per  cent  of  the  notes  that  go  sour  do  so  in  the  first  90  days.  Under  his 
plan  he  won't  even  know  if  the  customer  can  make  one  payment  until 
90  days  are  up.  I  don't  think  his  bank  will  stay  with  him  long  after  his 
delinquency  ratio  starts  climbing.  In  the  meantime  he's  taking  a  lot  of 
business  away  from  us. 

"As  competitors,  the  banks  have  an  advantage  over  us  because  they 
get  their  money  from  depositors  at  a  lower  interest  rate  and  often  make 
a  profit  on  other  bank  services  sold  to  installment  plan  borrowers,  v.  " 
Generally,  banks  are  not  overly  promotion-minded,  but  two  or  three 
around  here  have  been  pushing  hard  on  home-improvement  loans. 
They  have  added  considerably  to  our  competitive  problems. 

"The  second  difficulty  we're  running  into  is  that  business  is  generally 
oif_jri_New  England.  This  must  be  one  of  the  poorest  areas  in  the 
country;  it  has  always  been  tough  to  do  business  here.  The  roofing  and 
siding  business,  on  which  we  depend  for  about  65  %  of  our  volume,  has 
fallen  off  particularly  in  the  last  year." 

SALES  ACTIVITIES 

"There's  no  such  thing  as  dealer  loyalty  in  this  business.  You  can  be 
getting  a  nice  flow  of  notes  from  a  dealer  over  a  period  of  time,  and 
just  the  minute  he  can  get  an  easier  or  better  deal  somewhere  else,  he'll 
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take  his  financing  business  there.  Loyalty  is  nonexistent.  You  can't 
build  anything  for  the  future  but  have  to  be  constantly  finding  new 
note  sources  to  replace  those  you  lose. 

"On  September  30,  1953,  we  had  55  real  volume  dealers  on  our 
books  and  450  on  the  inactive  file  [dealers  who  had  not  sold  any  notes 
to  NFC  in  the  previous  calendar  year].  Eighty  or  90  per  cent  of  our 
inactives  have  gone  out  of  business.  The  rest  have  probably  taken  their 
business  to  one  of  our  competitors.  The  mortality  rate  of  applicator 
dealers  is  high  because  of  their  general  instability  and  the  small  amount 
of  capital  required  to  enter  the  business. 

"Quite  a  few  of  the  dealers  who  go  to  competitors  simply  get  a  little 
too  big  for  their  boots.  They  come  in  to  me  and  say,  'Hal,  you're  going 
to  accept  this  note  regardless.'  When  I  reply  that  we  won't  touch  the 
risk  under  any  circumstances,  they  walk  off  in  a  huff  to  some  other 
place  where  they  can  sell  it.  These  fellows  go  around  and  around, 
though,  and  just  as  sure  as  they  left  me  to  go  to  the  Colonial,  for  in- 
stance, the  same  situation  will  come  up  there,  and  they'll  be  back. 

"Of  our  new  dealers,  about  60  %  get  in  touch  with  us  because  of  our 
advertising  in  various  trade  journals.  The  rest  come  in  as  a  result  of 
sales  contacts  made  by  Stu  or  me.  We  find  them  in  a  number  of  ways: 
reading  their  advertisements,  getting  suggestions  from  other  dealers,  or 
simply  walking  into  stores  or  offices  we  see  in  our  travels." 

REFINEMENT  PROGRAM 

"Although  competition  and  the  general  recession  of  business  in  our 
area  have  cut  our  volume  badly,  we  have  also  trimmed  it  further  be- 
cause of  the  'refinement  program.'  Under  this  program  we  cut  off 
credit  to  some  borderline  customer  risks  and  dealers.  In  some  cases  this 
has  had  a  chain  reaction.  One  dealer  passes  the  word  around  to  others, 
and  then  they  all  stop  sending  in  note  applications  because  they  figure 
we're  getting  hard  to  do  business  with.  We'll  always  have  the  problem 
of  saying  'no'  and  making  the  dealer  like  it. 

"I  certainly  agree  that  the  refinement  program  is  good  for  the 
business  overall.  It  leaves  the  company  with  a  better-quality  paper  on 
the  books  and  helps  sell  our  banks  on  the  idea  that  we're  'not  too  ex- 
pansion-minded.' " 

DELINQUENCY  PROBLEM 

In  discussing  his  current  problems  and  activities  in  January,  1954, 
Mr.  Edmonds  described  his  efforts  to  reduce  a  rising  percentage  of 
delinquent  accounts  during  1953.  "One  of  the  problems  I've  been 
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paying  close  attention  to  lately,"  Mr.  Edmonds  continued,  "has  been 
an  increase  in  payment  delinquencies.  Our  delinquency  ratio  was  33% 
in  May  of  1953,  and  it  rose  to  5.2 at  the  end  of  September.  This 
serious  rise  was  due  to  three  factors  that  I  was  aware  of  all  along — 
only  one  of  which  I  could  do  anything  about. 

"1.  Overdue  accounts  weren't  followed  as  closely  as  they  should 
have  been  during  July  and  August  because  a  girl  who  had  been  with  us 
eight  years  resigned  at  the  end  of  June.  This  threw  out  the  vacation 
schedule  which  I  had  planned  and  left  us  the  added  burden  of  training 
a  new  girl  while  we  were  understaffed.  If  you  relax  follow-up  efforts 
for  one  minute,  collections  fall  behind  and  before  long  you  have  a 
serious  problem  on  your  hands. 

"2.  My  overemphasis  on  economy  led  the  staff  to  cut  expenses, 
including  toll  calls  and  other  incidental  items  arising  from  follow-up 
procedures.  For  example,  to  save  money  the  assistant  manager  did  not 
reorder  a  set  of  reproduced  collection  letters  and  cut  down  the  number 
of  follow-up  letters  that  were  sent  out  to  overdue  accounts. 

"3.  Business  conditions  have  been  falling  off  generally  in  this  area 
for  some  time,  and  this  accentuated  the  collection  problem. 

'T  had  written  several  letters  to  Mr.  Lyons  advising  him  of  the 
situation  and  the  reasons  for  it.  The  general  office  had  also  been  watch- 
ing our  daily  reports. 

"When  the  delinquency  trend  continued  to  rise  through  September, 
one  of  our  most  important  banks  wrote  the  home  office  a  letter  asking 
what  the  difficulty  was.  A  day  later  I  received  the  following  memo: 

October  2,  1953 

Dear  Hal: 

As  evidenced  by  a  letter  we  received  from  Mr.  A.  N.  Smythe,  vice  president  of 
the  Union  Bank,  there  is  increasing  concern  because  of  the  continuing  adverse 
trend  in  the  delinquency  situation  in  the  Springfield  operation. 

You  will  appreciate  that  our  anxiety  is  more  than  just  the  concern  regarding  the 
Springfield  operation,  bearing  in  mind  that  the  Union  Bank  provides  us  with 
credit  lines  of  approximately  $9,500,000  and  provides  the  operating  basis  for 
four  NFC  offices.  Consequently,  it  is  obvious  that  every  possible  means  must  be 
employed  to  improve  the  Springfield  situation  so  as  to  merit  the  continued  con- 
fidence of  the  Union  people. 

Tom  Schell  will  arrive  Monday  (October  12),  and  acting  upon  home  ofiice  in- 
struction will  not  only  review  the  situation  but  will  lend  his  experience  and 
"know-how"  in  seeking  to  achieve  the  improvement  that  is  absolutely  necessary. 
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We  are  sure  you  will  agree  that  under  the  circumstances  all  promotional  activity 
should  cease  so  as  to  give  all  attention  to  the  matter  of  collections.  Hence,  we 
suggest  that  you  seek  to  avoid  as  much  as  possible  any  further  contact  with 
Warner  Lumber  Company.  Should  they  raise  any  question,  you  might  leave  the 
thought  with  them  that  this  would  be  the  wrong  time  of  the  season  to  embark 
upon  any  program  and  that  it  would  be  best  to  defer  such  activity  until  early 
next  year. 

We  sincerely  hope  that  through  the  joint  efforts  of  you,  vour  staff,  and  Tom 
Schell  it  will  be  possible  to  provide  the  bank  with  a  more  satisfactory  picture  in 
the  early  future. 

Kindest  personal  regards. 

R.  J.  Lyons 

'Tom  Schell  was  here  for  four  weeks  to  review  the  situation  and 
help  me  do  anything  possible  to  correct  it.  When  he  came,  I  spent  a  lot 
of  time  trying  to  find  some  kind  of  a  pattern  in  delinquent  notes.  I 
listed  them  all,  breaking  them  down  by  (1)  note  number,  (2)  ad- 
dress of  the  note  maker,  (3)  name  of  dealer,  (4)  date  of  note, 
(5)  term,  (6)  original  amount,  (7)  unpaid  balance,  and  (8)  date 
of  last  payment.  I  looked  for  any  pattern  that  might  help  us  to  locate 
the  trouble.  For  example,  it  might  have  been  geographical,  with 
delinquencies  developing  in  a  particular  district.  This  would  have 
meant  that  I  should  go  to  the  district  and  find  out  whether  it  was  layoffs 
in  a  local  plant  or  something  else. 

"Another  pattern  might  develop  by  dealer  sources.  Dealers  using 
high-pressure  sales  methods  sometimes  slip  off  leaving  a  number  of 
dissatisfied  customers  who  stop  paying.  At  times  we  have  even  been  able 
to  trace  delinquencies  back  to  certain  salesmen  in  a  dealer's  organization. 
If  we  find  a  salesman  is  lax  in  credit  differentiation  or  is  using  disrepu- 
table sales  methods,  we  get  the  dealer's  co-operation  in  changing  the 
salesman's  methods  or  we  refuse  to  take  any  more  paper  from  him. 
These  fellows  are  sometimes  hard  to  trace  because  when  we  cut  off 
their  credit,  they  often  turn  up  with  another  dealer  under  a  different 
name.  At  any  rate,  we  couldn't  find  any  pattern  here,  which  means  that 
our  delinquency  problem  was  caused  by  factors  I  had  already  diagnosed. 

"We  didn't  really  need  the  help  of  this  man  from  the  home  office 
because  it  was  evident  what  the  trouble  was.  He  spent  his  time  making 
charts  on  the  volume  of  delinquencies  under  different  classifications 
and  made  some  field  trips  with  me,  checking  on  delinquencies  in 
certain  areas.  Because  there  are  only  four  telephones  in  the  office,  there 
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wasn't  much  he  could  do  to  help  us  in  the  phoning  work  necessary  to 
contact  delinquent  accounts.  Our  people  are  generally  using  two,  and 
we  have  to  keep  two  lines  open  for  business.  Possibly  the  general  office 
sent  Mr.  Schell  out  as  window  dressing  to  assure  the  bank  that  action 
was  being  taken.  At  any  rate,  the  delinquency  ratio  was  down  to  3.6% 
again  in  December. 

"In  January  I  received  this  letter  from  Mr.  Schell  which  puzzled  me 
somewhat  and  made  me  angry.  I  haven't  yet  received  a  reply  to  my 
letter  back  to  him,  nor  has  anyone  in  the  home  office  sent  me  a  copy  of 
his  report  on  my  branch." 

January  4, 1954 

Dear  Hal: 

My  report  on  the  Credit  Collection  Review  of  your  office  conducted  by  me 
during  November,  1953,  has  finally  been  submitted  to  Chicago.  You  will,  I  am 
sure,  receive  a  copy  of  it  from  Bob  with  whatever  comments  he  believes  to  be 
appropriate. 

In  this  memo  I  would  like  to  go  over  with  you  some  of  the  things  we  talked 
about  and  probably  add  an  item  or  two  caused  by  developments  since  my  visit 
with  you. 

Collections  seem  to  be  your  major  problem,  at  least  for  the  next  couple  of 
months.  Don't  relax  your  efforts  now  that  you  are  down  to  4.1  %.  Devote  as  much 
time  as  necessary  and  be  sure  to  review  the  collection  techniques  employed  by 
Stu  at  regular  intervals.  Try  to  educate  Stu  to  be  more  firm  in  his  demands,  but 
at  the  same  time  courteous.  It  is  going  to  take  time,  but  I  am  sure  Stu  wants  to 
do  the  right  thing. 

NFC  services  have  been  withdrawn  from  several  dealers  for  a  variety  of  reasons. 
If  you  have  not  initiated  the  necessary  steps  to  have  them  placed  on  the  Re- 
stricted List,  please  arrange  to  do  so  at  your  earliest  convenience. 

Continue  with  your  efforts  to  work  out  a  reciprocal  arrangement  with  the  small- 
loan  companies,  or  the  credit  bureau  used  by  them.  I  think  it  is  important  that 
you  have  the  benefit  of  their  experience. 

You  are  closer  to  the  local  situation  than  I,  but  I  can't  help  but  feel  the  recent 
decision  on  the  part  of  General  Cotton  Company  to  dispose  of  several  of  its 
plants  in  New  England  will  have  a  damaging  influence  on  the  already  unsettled 
conditions  in  your  area.  Keep  this  in  mind,  if  you  agree  with  me,  when  consider- 
ing applicants  who  are  directly  or  indirectly  dependent  upon  General  Cotton  for 
a  living. 


T.  J.  Schell 
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"Here's  a  copy  of  my  reply  to  his  letter,"  said  Mr.  Edmonds. 


January  8,  1954 

Dear  Tom: 

The  above  letter  of  yours  leaves  me  not  only  in  the  dark  but  more  than  mildly 
perturbed.  I  refer,  particularly,  to  the  last  sentence  in  the  third  paragraph,  where 
you  wrote: 

"It  is  going  to  take  time  but  I  am  sure  Stu  wants  to  do  the  right  thing." 
What  do  you  mean  by  "the  right  thing"? 

As  far  as  I  am  concerned,  Stu  has  always  not  only  attempted  to  but  has  always 
done  "the  right  thing,"  as  you  will  see  if  you  review  his  progress  reports. 

Do  you  know  something  that  I  should  know?  Please  advise. 

I  also  take  exception  to  this  letter  as  it  was  not  marked  for  my  personal  attention. 
Therefore,  it  was  opened  and  read,  with  the  result  that  Stu  Leeds  morale  was 
weakened  immeasurably,  and  as  at  least  one  girl  may  have  read  your  letter,  his 
position  as  office  manager  may  have  been  also  weakened. 


Please  give  this  matter  your  immediate  attention. 


Very  truly  yours, 
H.  E.  Edmonds 


DEALER   PARTICIPATION  PLAN 


Mr.  Edmonds  also  described  for  John  Scott  the  activities  carried  on 
by  his  office  under  the  dealer  participation  plan: 

"The  general  dealer  participation  plan  is  something  I  don't  go  for, 
and  I  let  the  home  office  know  this  in  no  uncertain  terms!  This  plan  is 
basically  unsound  for  the  average  dealer.  He  has  no  reason  to  go  for  a 
plan  on  which  2%  of  the  note  is  withheld  when  he  can  do  business 
with  people  who  will  pay  him  100  cents  on  the  dollar.  A  reserve 
account  is  in  effect  an  insurance  fund,  and  I  think  it's  poor  practice  to 
give  the  dealer  any  part  of  the  money  put  in  the  account  by  NFC. 

"DPP  was  conceived  in  a  dark  room  during  a  flying  circus.2  Bob 
Fallen  thought  up  the  idea  one  night  and  then  presented  it  the  next 
day  to  a  group  of  four  branch  managers  in  a  meeting  at  which  I  was 

1  "Flying  Circus,"  e.g.,  a  cross-country  trip  by  a  home  office  manager  to  visit  branches. 
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present.  He  picked  it  up  from  his  automobile  financing  background 
and  tried  to  apply  it  to  NFC.  Our  business  is  different  from  automobile 
financing,  though,  and  he  didn't  seem  to  see  this.JNTaturalry,  under  the 
^circumstances  we  couldn't  argue  with  him,  so  the  plan  went  through. 

^'Tvenotic-ed  two~unhealthy  dealer  reactions  develop  on  DPP.  First, 
dealers  inflate  their  prices  to  make  the  customer  pay  for  their  share  of 
th'e~reserve;  or  second,  they  relax  standards  in  risk  selection. 

~ --This- plan  is  all  right  for  a  certain  type  of  lumberyard  with  a  sound 
financial  position  and  reputable,  fair-dealing  salesmen.  The  managers 
of  this  type  of  yard  use  DPP  as  it  was  meant  to  be  used,  because  they 
are  generally  qualified  to  pass  on  credit  risks.  Also  their  customers 
don't  mind  waiting  two  or  three  days  while  a  credit  check  is  made. 

"When  this  plan  went  into  effect  in  1951,  the  home  office  went 
wild;  they  practically  had  a  contest  to  sign  up  dealers.  They  sent  me  a 
letter  explaining  the  plan,  saying  that  an  assistant  vice  president3 
would  come  out  to  the  branch  to  work  with  me  in  selecting  and 
developing  prospects.  However,  after  this  man  got  here  and  worked  in 
our  territory  for  a  while,  he  found  out  that  not  many  dealers  went  for 
DPP.  — 
"Here  is  one  example  of  how  he  went  about  selling  this  plan.  He 
says  to  me,  'Hal,  pick  out  a  high-volume  account  that  you  aren't  selling 
now  and  we'll  go  see  him.'  So  I  picked  out  a  high-volume  combination 
screen  and  storm  window  outfit  that^was  run  by  two  gangsters.  One  of 
them  was  a  lawyer  whcThad  served  time  in  prison;  he  knew  every 
dodge  in  the  law  and  every  curve  in  the  road.  His  partner,  who  ran  the 
place,  was  a  high-pressure  salesman  you  wouldn't  trust  as  far  as  you 
could  throw. 

"We  went  over  to  see  this  dealer.  I  asked  him  if  he  was  doing  any 
business  we  could  handle.  He  says,  'Hal,  you're  far  too  hard  on  credit 
to  do  business  with  the  kind  of  people  we  sell.'  Then  my  friend  the 
'V.P.'  butts  in  and  says,  'Wait  a  minute.  We've  got  just  the  plan  for 
you,'  and  goes  on  to  explain  DPP.  Well,  as  soon  as  he  mentions  the 
part  about  the  dealer  passing  credit  on  his  own,  this  guy's  eyes  just 
about  popped  out  of  his  head  and  he  says,  That's  for  me — when  do 
we  start?'  The  V.P.  says,  'As  soon  as  you  want — I'll  get  Hal  to  write 
up  a  contract  today.'  The  V.P.  says  to  me,  afterwards,  'Hal  you're  too 
conservative.  We  can  get  a  lot  of  volume  out  of  that  guy.' 

"That  afternoon  the  V.P.  went  on  to  another  NFC  office,  but  in  the 


3  This  man  resigned  in  1952.  He  was  described  by  Mr.  Hersey  as  being  "a  good  man- 
to  run  a  branch  but  poor  at  adapting  himself  to  supervising  the  operations  of  several 
branches  after  he  had  been  promoted." 
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meantime  he  wrote  the  company  telling  them  what  a  big  sale  he  made 
and  how  easy  it  was.  implying  that  I  should  have  done  it  long  ago. 
After  he  left  I  didn't  do  one  more  thing  on  the  account.  I  later  got  a 
letter  from  him  asking  where  was  the  contract  and  where  was  all  the 
business  from  the  dealer.  I  wrote  back  saying  I  knew  the  delinquencies 
would  be  so  bad  from  that  dealer  that  I  wouldn't  touch  him  without 
written  instructions  from  the  home  office.  I  got  a  letter  back  from  the 
\  .P.  telling  me  to  go  ahead  on  my  own  and  saving  that  if  anything 
ever  came  of  it  he  would  back  me  up  with  the  company.  I  wrote  again, 
saying  that  under  no  circumstances  would  I  do  business  with  this  kind 
of  a  dealer  except  on  written  instructions.  I've  never  heard  anv  more 
about  it. 

"Some  of  the  risks  signed  on  DPP  made  our  collection  job  much 
harder  than  it  was.  I'll  bet  other  branches  had  trouble  too.  After  the 
home  office  went  a  little  bit  nuts  on  DPP.  they  found  out  it  didn't  pay 
to  get  completely  volume  happy. 

"The  home  office  seems  to  be  aiming  for  a  volume  of  over  $100,- 
000.000  a  year  in  note  purchase.  To  mv  way  of  thinkine  this  isn't  wise 
because  I  don't  think  we  can  get  that  much  business.  I  think  they  can 
make  a  sizable  profit  at  a  comfortable  top  volume  of  about  $"5  000  - 
000. 

"The  merchandising  efforts  of  most  lumber  dealers  are  poor.  They'll 
never  be  on  their  toes  until  they  feel  the  pinch  of  a  eeneral  decline  in 
business  conditions.  When  new  building  drops  so  much  that  they  have 
to  start  beating  the  bushes  for  repair  and  remodeling  business,  they'll 
wake  up  to  the  importance  of  installment  financing.  When  this  hap- 
pens, we'll  be  able  to  get  more  of  the  right  tvpe  or  DPP  accounts.  The 
plan  could  be  our  salvation  in  a  declining  market.  These  dealers  won't 
mind  putting  up  the  reserve  as  long  as  they  can  get  money  to  finance 
sales. 

We  have  already  developed  one  DPP  account  with  a  major  lumber 
company.  Last  fall  we  were  able  to  sell  the  plan  to  the  Northeast 
Division  of  the  Warner  Lumber  Company,  which  has  38  yards  in  our 
area.  They  have  ~2  yards  in  their  Western  Division,  which  adopted 
DPP  in  1951.  In  the  first  five  months  of  1955  these  western  yards 
wrote  S229.000  in  notes  under  their  Warner  Budget  Plan,  which  is 
financed  through  XFC.  Because  this  western  arrangement  provided 
satisfactory  volume  and  risks,  the  home  office  wrote  to  us.  suggesting 
that  we  try  to  sell  DPP  to  the  Warner  company's  northeastern  division. 

"Under  our  plan  the  Warner  yard  managers  can  okay  notes  up  to 
$500  on  their  own.  Any  loan  over  $500  has  to  be  approved  by 
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Warner's  district  supervisor.  Like  any  DPP  plan,  this  has  the  disad- 
vantage of  being  a  loose  arrangement  for  us  because  we  don't  see  the 
notes  before  they're  passed.  But  so  far,  although  the  plan  has  just  got 
under  way,  Warner  is  accepting  only  good  risks.  In  fact,  they  seem  to  be 
too  strict,  if  anything.  The  dealer  reserve  is  2%  ,  as  on  the  ordinary  DPP 
plan,  and  there  is  an  annual  settlement  of  the  reserve  account  balance. 

"As  the  next  step  in  this  plan,  we  want  the  Warner  yards  to  send  a 
salesman  out  on  the  job  with  the  contractor.  The  Warner  salesman 
will  work  out  the  finance  plan  and  do  the  note  application  work  with 
the  customer.  This  will  get  around  the  difficulty  that  most  contractors 
hate  to  do  financial  figure  work  and  think  that  a  time  sales  plan  would 
be  too  complicated  for  them. 

"It  wasn't  too  easy  to  sell  Warner  on  DPP.  Since  each  of  their  terri- 
torial divisions  operates  on  its  own,  I  had  to  start  from  scratch  to  sell 
the  plan  to  their  management  here.  The  Warner  people  didn't  seem  to 
realize  that  they  needed  a  time  sales  plan  to  compete  with  other  mer- 
chants, including  radio,  television,  and  automobile  dealers,  who  were 
all  trying  to  get  a  portion  of  the  consumer's  dollar.  Because  of  this 
I  had  real  trouble  in  selling  the  plan.  My  first  two  or  three  meetings 
with  them  were  spent  proving  the  necessity  of  time-payment  mer- 
chandising. Also,  I  had  to  do  the  same  selling  job  about  four  times, 
from  their  northeastern  regional  manager  down  through  the  New 
England  division  top  management,  supervisors,  yard  managers,  and 
sales  personnel.  After  getting  the  okay  of  these  groups,  we  finally  drew 
up  a  contract  patterned  after  the  agreement  between  their  Western 
Division  and  our  home  office. 

"Our  next  step  was  to  iron  out  the  mechanics  of  handling  the  plan. 
I  prepared  a  brochure  explaining  the  advantages  of  time  sales  mer- 
chandising and  wrote  memos  explaining  the  purpose  of  the  plan.  I 
also  wrote  a  handbook  for  Warner  sales  personnel  explaining  how 
the  plan  was  to  be  used.  We  had  applications  and  forms  printed  up 
under  the  Warner  name.  When  all  this  preparatory  work  was  finished, 
the  Warner  company  held  six  separate  meetings  to  present  the  plan  to 
groups  of  yard  managers  and  sales  personnel.  These  meetings  were 
three  or  four  hours  long.  I  was  called  upon  to  sell  the  yard  personnel 
on  the  importance  of  using  the  plan,  to  explain  how  it  worked,  and  to 
answer  questions.  An  executive  from  Warner's  advertising  agency 
then  explained  the  promotion  program  designed  to  push  sales  under 
the  plan. 

"This  advertising  executive  and  I  worked  out  a  campaign  that  will 
appear  in  48  different  newspapers  and  on  32  billboards  in  this  terri- 
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tory.  If  the  Warner  management  was  on  the  ball,  they  would  carry 
promotion  further,  setting  yard  and  salesmen's  quotas  and  using  gim- 
micks such  as  salesmen's  contests  to  push  the  plan.  However,  I'm  going 
to  do  some  of  this  work  myself.  Right  now  I'm  working  on  a  salesman's 
'hall  of  fame'  idea  that  will  award  special  prizes  to  the  top  budget  plan 
salesmen  in  the  organization. 

"Once  the  Warner  Budget  Plan  gets  rolling,  I  expect  to  see  a  chain 
reaction  develop  with  other  dealers  becoming  interested.  I  don't  see 
any  reason  why  the  Warner  Plan  couldn't  be  developed  into  a  S2,000,- 
000  source  of  business  for  this  office  every  year.  Eventually  I  hope 
we'll  be  able  to  get  an  additional  $1,000,000  of  business  on  DPP  from 
other  lumberyards.  Altogether,  there  are  approximately  1,500  retail 
lumber  dealers  in  New  England." 

When  John  Scott  saw  Mr.  Edmonds  in  January,  1954,  Mr.  Edmonds 
handed  him  the  following  letter  from  the  home  office  and  asked, 
"What  do  you  make  of  this?  It  sure  has  me  puzzled.  I  have  a  whole 
file  of  letters  urging  me  to  go  all  out  on  this  Warner  deal.  And  now, 
just  when  I  get  it  rolling,  they  slam  on  the  brakes.  Does  it  mean  they're 
going  to  close  the  Springfield  office  or  stop  DPP?  I  wish  I  knew  what 
was  going  on." 

January  5,  1954 

To:  H.  E.  Edmonds,  Springfield  Office 
From:  K.  R.  Smith,  Home  Office 

Subject:  Warner  Booklet  of  Instructions 
Dear  Hal: 

From  your  letter  of  January  4  we  were  pleased  to  learn  that  the  reaction  to  the 
Warner  booklet  has  been  favorable  and  that  the  dealer  is  continuing  to  develop 
a  steady  volume  of  business  even  though  the  notes  are  of  small  average  size.  We 
are  confident  that  this  will  be  corrected  as  time  goes  on  and  the  size  of  the  note 
will  increase  as  the  managers  gain  confidence  in  their  ability  to  pass  credit. 

We  would  prefer  that  you  continue  to  avoid  any  more  promotional  work  with 
this  account  than  is  absolutely  necessary  for  the  time  being.  The  reason  for  this, 
Hal,  stems  from  the  fact  that  as  of  October  31  we  called  for  a  complete  summary 
of  all  DPP  accounts  in  existence  throughout  the  country.  These  summaries  have 
been  the  subject  of  a  very  close  and  thorough  review,  and  some  new  ideas  have 
thus  been  gained,  as  well  as  new  policies  formed,  based  upon  the  experience  we 
have  so  far  gained  from  a  full  two  years'  operation  of  DPP.  The  results  of  this 
review  and  some  of  the  new  ideas  will  come  up  for  considerable  discussion  at  the 
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forthcoming  managers'  meeting  which  you  will  attend  in  Baltimore  starting 
January  19.  Bob  Lyons  will  be  glad  to  counsel  with  you  individually  as  respects 
the  proper  lines  of  approach  to  Warner  in  order  to  realize  their  full  potential. 

Therefore,  if  you  will  hold  off  any  promotional  work  with  this  account  until 
after  your  meeting  with  Bob,  it  would  be  appreciated. 

Best  regards, 

K.  R.  Smith 

SUPPLEMENTARY  PLAN 

The  "supplementary  plan,"  continued  Mr.  Edmonds,  "is  another 
loan  plan  the  home  office  has  been  pushing  hard.  This  plan  was  not 
received  too  enthusiastically  by  dealers  around  here  because  many  of 
our  competitors  offer  better  terms.  For  instance,  our  biggest  competitor, 
the  Colonial  Bank,  gives  the  FHA  plan  discount  on  any  deal  over 
$250.  On  deals  under  $250  they  have  a  6%  discount  plan.  Contrary  to 
what  the  home  office  thinks,  dealers  and  salesmen  claim  that  people 
are  rate  conscious,  especially  in  metropolitan  areas.  In  the  rural  areas, 
rate  is  not  too  important,  but  they  are  areas  that  are  expensive  to  service 
and  ones  that  local  banks  won't  touch.  Dealers  seem  to  feel  that  we 
should  relax  credit  requirements  because  of  our  higher  rate. 

"So  far  we  have  been  able  to  convert  business  to  the  supplementary 
plan  most  effectively  on  transactions  under  $300.  In  this  classification 
our  office  does  more  business  on  the  supplementary  plan  than  the  over- 
all company  average.  In  the  $300  to  $1,000  class  we're  behind  the 
company  average." 

OBSERVATIONS  BY  MR.   EDMONDS  ON   HIS  JOB 

"The  thing  I  like  best  about  this  job  is  its  challenge.  I  know  there  is 
business  to  be  done  in  the  home-improvement  financing  line.  Houses 
get  older,  and  just  as  sure  as  this  happens  there's  a  need  for  remodeling, 
repairing,  and  general  improvement.  Getting  our  share  of  financing 
this  business  gives  me  a  terrific  sense  of  challenge,  which  extends  into 
buying  the  right  kind  of  paper  and  collecting  on  it.  What  you  do  in 
1951  is  still  with  you  in  1954.  The  whole  idea  of  being  on  my  own  to 
run  the  business  here  appeals  to  me  very  much. 

"The  big  drawback  about  the  job  is  that  I  don't  like  some  of  the 
.people  we  have  to  do  business  with.  Many  of  them  are  simply  out-and- 
mr^j^ndits„and  frauds.  There  isn't  much  fun  in  dealing  with  people 
you  can't  trust.  Just  the  other  day  one  of  them  said  I  was  nothing  but  a 
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financial  prostitute  and  that  the  dealers  were  my  procurers.  You  can't 
argue  with  this  kind  of  talk — they  know  I  have  to  get  business,  and 
they  take  every  advantage  they  can.  To  make  a  go  of  this  business  I 
have  to  go  out  and  match  wits  with  these  fellows;  otherwise  I  would 
never  associate  with  them. 

"Some  of  the  dealers'  conventions  I  go  to  are  disgraceful.  They're 
likely  to  turn  into  drunken  brawls  where  people  get  high  as  kites,  shoot 
craps,  and  play  cards.  I'm  not  against  gambling — in  fact  I  like  a  game 
of  poker  with  friends  once  in  a  while — but  they  carry  it  too  far. 

"By  financing  roofing  and  siding  applicators,  the  company  got  into  a 
very  undesirable  business.  We  first  gave  credit  to  these  people  under 
what  we  called  the  Miami  Plan — the  idea  was  first  tried  out  by  our 
Miami  office  in  1944.  It  resulted  in  a  substantial  volume  during  the 
war,  when  volume  from  regular  lumber  dealers  was  shrinking.  After 
the  Miami  experiment,  the  plan  was  adopted  throughout  the  company. 
I  think  NFC  should  go  back  to  developing  lumber  dealer  business  in  a 
bigger  way.  We  could  also  get  more  business  of  a  better  type  from  the 
plumbing  and  heating  trade. 

"Except  in  rare  instances  the  home  office  has  no  conception  of  the 
problems  raised  by  undesirable  dealers.  Most  home  office  men  have 
never  done  business  at  the  dealer  level,  or  else  they've  been  away  from 
it  so  long  they  don't  understand  what  it  means  to  work  with  this  type 
of  personality.  Their  idea  is  that  NFC  is  needed  and  wanted  by  the 
dealer.  They  think  we  really  have  something  to  offer  and  that  dealers 
should  come  to  us.  This  is  nonsense.  Such  ideas  would  soon  vanish  if 
there  were  more  men  in  the  home  office  right  out  of  field  offices. 

"In  general,  though,  it's  good  to  have  home  office  people  around  the 
branch  every  once  in  a  while.  They  often  see  things  I  miss  because  I'm 
so  close  to  the  situation  here. 

"Most  branch  managers  feel  that  their  job  is  the  end  of  the  road. 
The  few  key  jobs  in  the  home  office  organization  that  are  really  wortrT^ 
while  are  picked  up  by  Staten  or  Emerson  people  who  are  put  in  at  the 
top  level. 

"Most  home  office  men  have  to  make  one-  to  two-month  trips 
around  the  branches  periodically,  and  this  kind  of  traveling  is  no  life 
for  a  married  man.  Because  of  this,  most  branch  managers  would 
almost  consider  it  a  demotion  to  be  transferred  to  Chicago.  Thejwhole 
setup  has  a  bad  effect  on  morale  because  the  home  office  tends  to  attract 
men  who  have  been  divorced  or  separated,  or  else  bachelors,  or  those 
too  old  to  seek  other  employment. 

"Quite  a  few  of  the  older  people  in  the  home  office  are  just  sitting 
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out  a  pension.  Thev  have  ao.,, initiative.  Staten  put  them  there  simply 
because  they'll  do  what  they're  told. 

"If  you  look  over  a  list  of  our  branch  managers  you'll  find  an 
amazing  number  have  been  on  the  job  only  a  year  or  two.  The  average 
branch  manager  ^grps  tn  last  about  three  to  five  years.  I've  been  on  the 
job  six  years,  and  I  think  I  have  one  of  the  longest  records.  This  situa- 
tiqn^ints„up  the  poor  morale  of  the  whole  organization  and  empha- 
sizes the  fact  that  a  branch  manager's  job  is  a  dead  end.  } 
~Dne  of  a  branch  manager's  biggest  problems  is  trying  to  find  out 
what  the  home  office  people  are  really  trying  to  do.  For  example,  here's 
a  letter  that  I  just  can't  figure  out.  What  do  you  think  it  means?  If  he's 
trying  to  tell  me  I'm  not  going  to  get  a  raise,  why  doesn't  he  just  say 
so?" 


NATIONAL  FINANCE  COMPANY,  INC. 
Home  Office 
Chicago,  Illinois 

November  23, 1953 

\ 

Mr.  H.  E.  Edmonds 

National  Finance  Company,  Inc. 

Springfield,  Massachusetts 

Dear  Hal: 

Our  salary  committee  has  just  reviewed  your  case.  I  am  sure  you  will  agree  that 
the  delinquency  trend  as  of  the  end  of  October,  plus  the  claim  and  loss  position, 
is  not  satisfactory.  It  is  recognized  that  the  problem  is  accentuated  by  a  curtailed 
volume. 

We  are,  of  course,  hopeful  that  reports  from  you  and  Tom  Schell  between  now 
and  the  end  of  the  year  will  show  improvement  in  some  or  all  of  these  im- 
portant factors.  We  will  continue  to  review  the  situation  closely  each  month,  and 
if  the  assumption  may  be  made  that  the  current  situation  is  not  entirely  caused 
by  prevailing  conditions  in  the  New  England  economy,  then  there  should  be 
strong  hope  that  the  necessary  improvement  will  be  forthcoming.  I  am  sure  you 
will  keep  me  closely  informed  as  to  your  thoughts  in  this  matter. 

Kind  regards, 

Very  sincere!) 

R.  S.  Hersey 

President 
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The  Pittsburgh"  office  of  rhe  Xanonal  Finance  Companv.  Inc..  was 
situated  in  one  of  rhe  largest  downtown  office  buildings.  The  office 
consisred  of  one  large  room  approximately  60  feet  bv  SO  feetjwith  a 
private  office  for  the  manager  partitioned  off  in  one  corner.  Branch 
personnel  numbered  three  men  and  eight  women  in  addition  to  Mr. 
W illiam  E.  Tvne.  the  branch  manager. 

After  inrroducing  himself  and  telling  Mr.  Tvne  some  of  the  general 
areas  he'd  like  to  discuss.  John  Scott  concluded  his  introductory  re- 
marks by  asking  Mr.  Tvne  to  begin  at  whatever  point  he  liked. 

"The  most  important  thing  about  a  branch  manager's  job."  reriied 
Mr.  Tvne.  "is  that  he's  running  a  service  organization.  \Tithout  the 
service  we  give  to  dealers  and  note  makers,  there  is  no  job.  Service  is 
paramount  to  increasing  volume  and  getting  profitable  business. 

"I  came  here  in  1942- when  the  situation  was  so  sad  that  the  home 
office  was  thinking  of  closing  this  branch.  Since  I  took  over,  one  of  the 
biggest  factors  contributing  to  the  increase  in  volume  and  profits  is  that 
I'm  right  here  in  th^-office^leasr^5Jj;  of  the  time.  I  make  it  a  practice 
to  be  the  first  here  in  the  morning  and  the  last  out  at  night,  and  three 
days  out  of  four  I  only  take  1 5  minutes  for  a  sandwich  at  lunch.  I  think 
I've  proved  that  a  manager  can  promote  more  business  bv  being  in  his 
office,  giving  help  and  making  decisions  on  problems,  than  bv  spending 
it  in  the  field  during  business  hours. 

"Until  two  years  ago.  and  even  to  some  extent  at  present,  the  home 
office  kept  pounding  away  at  the  idea  that  a  branch  manager  should 
spend  ~5r.  of  his  time  in  the  field  gerring  business.  I  disagree  strongly 
with  this  policy.  \T hen  annual  volume  gets  up  around  S2.000.000  in 
any  branch,  dealers  and  cusromers  expect  the  manager  ro  be  in  his 
office  attending  to  business.  If  sales  efforts  become  very  imporrant^^a 
regular  business  development  man  should  be  brought  into  the  branch. 

"I've  developed  this  philosophy  of  staving  at  mv  desk  over  a  period 
of  many  years.  My  father  was  a  successful  retailer,  and  my  uncle  is 

1  All  names  have  been  disguised. 
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president  of  a  bank,  and  from  watching  them  I  know  that  you  can't 
spend  a  lot  of  time  outside  your  business  and  expect  things  to  run 
themselves  inside. 

"I  spend  a  good  many  evenings,  Saturdays,  and  Sundays  contacting 
dealers,  distributors,  and  manufacturers.  For  instance,  I  have  a  close 
relationship  with  manufacturing  companies  in  this  district  such  as 
Retex  Insulating,  Johnson  Steel  Products,  and  Pittsburgh  Plumbing. 
I've  given  speeches  and  talks  to  the  sales  forces  of  these  companies  and 
their  distributors  in  an  attempt  to  educate  them  in  the  importance  of 
time  sales  plans  to  their  customers.  Manufacturers  and  distributors  like 
these  help  us  in  turn  by  promoting  time  sales  at  the  retail  level  where 
our  business  is  generated.  There  are  two  business  development  men  in 
the  NFC  organization — one  covers  the  East  and  the  other  the  West — 
but  I  think  local  missionary  sales  work  should  be  an  important  aspect 
of  each  branch  manager's  job. 

"I  spend  a  good  deal  of  time  after  hours  attending  building  and 
heating  dealer  association  functions.  For  example,  I'm  chairman  of  the 
Pittsburgh  area  FHA  Title  I  Lenders  Association  Group.2  Next  week 
I'm  to  speak  on  installment  sales  at  a  conference  of  the  Eastern  Lumber 
Yards  Association.  I  keep  these  contacts  up  so  I  can  spread  the  gospel 
about  time-payment  selling.  You  might  be  interested  in  this  sales 
promotion  piece  (hands  Scott  a  card)  that  I  have  developed  for  use  in 
the  meetings  I  address.  It's  simply  a  stamped  self-addressed  post  card 
that  is  handed  out,  with  some  NFC  literature,  to  people  who  want  more 
information  on  time  sales  plans.  It's  a  simple  little  gimmick,  but  we've 
had  many  of  them  returned  for  the  standard  literature  prepared  by  our 
home  office  business  development  department. 

"My  routine  is  much  the  same  every  day.  I  get  here  about 
8:45  A.M.,  and  I  look  at  the  morning  mail  and  check  on  any  problems 
that  may  come  up  in  regard  to  reports,  collection  problems,  new  risks, 
dealers,  checks  made  out  improperly,  wires  from  dealers,  distributors, 
and  note  makers  because  I  like  to  handle  as  many  of  the  more  impor- 
tant ones  as  I  can.  My  office  manager,  Mr.  Calhoun,  controls  most  of 
the  office  work  load  and  supervises  collections.  He  consults  me  only  on 
special  problems.  I  like  to  help  in  supervising  the  two  younger  men  in 
the  branch,  and  I  know  what  they  are  doing  most  of  the  time. 

"I  answer  most  of  the  correspondence  from  our  banks  and  other 
companies.  Each  morning  I  look  over  the  previous  day's  approved 
deals  to  spot  check  for  details  that  may  have  been  missed  in  processing. 


2  Association  of  banks  and  finance  companies  who  were  lenders  under  FHA  Title  L 
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If  the  credit  and  office  managers  are  out  or  busy,  the  clerks  often  come 
to  see  me  when  they  discover  any  irregularities  such  as  a  note  that 
looks  as  though  the  same  person  might  have  signed  both  the  husband's 
and  wife's  signature. 

"Other  people  in  the  office  have  signing  power,  but  I  like  to  sign  all 
the  checks  when  I'm  around.  This  keeps  me  in  touch  with  what's  going 
on  and  how  the  money  is  being  spent.  I  approve  bills  for  payment  and 
look  over  a  good  percentage  of  the  actual  credit  approvals  that  are 
passed  by  others  in  the  office. 

"A  good  deal  of  my  time  is  spent  checking  FHA  claim  files,  and 
charge-offs.  and  trying  to  effect  settlements  on  charged-off  accounts. 
Because  there  are  manv  legal  complications  in  this  business.  I  have  a 
conference  nearly  every  day  with  our  counsel,  who  is  a  personal  friend 
of  mine  with  an  office  in  this  building.  In  manv  ways  I  consider  a  large 
part  of  my  responsibilitv  being  here  on  the  job.  Sometimes  when  I  go 
away  things  pile  up.  but  most  of  the  time  the  routine  problems  that 
come  up  are  handled  bv  Mr.  Calhoun." 

MR.   TYNE'S  BACKGROUND 

From  1931-38  Mr.  Tvne  worked  for  the  Automobile  Financing 
Corporation  in  Ohio;  1938-42.  the  Qty  Loan  Company  of  Detroit, 
spending  the  last  two  years  as  a  branch  manager;  1942—46.  U.S.  Army. 
After  he  was  discharged  in  March.  1946.  he  bought  a  plastics  business 
which  he  sold  at  a  profit  later  that  year.  In  October.  1946,  he  was 
employed  by  XFC,  starting  as  credit  manager  in  the  Buffalo  office. 

Mr.  Tvne  went  on  to  describe  his  subsequent  experience:  "During 
the  Staten  Corporation  reshuffle  in  194".  the  Buffalo  branch  manager 
was  demoted  to  sales  promotion  manager.  He  was  volume-minded  at 
the  sacrifice  of  credit  standards.  When  this  attitude  exists  in  a  branch 
manager's  mind,  it  doesn't  take  dealers  long  to  find  out  and  start 
tunneling  crap  into  the  office.  The  regional  supervisor,  whose  job  was 
done  away  with  in  the  reorganization,  was  appointed  manager,  and  I 
was  promoted  to  be  second  man  in  the  branch. 

"In  1949  the  position  of  branch  manager  became  open  in  Pitts- 
burgh. The  home  office  offered  me  the  job.  asking  for  a  reply  in  short 
order.  This  is  an  example  of  how  field  personnel,  including  branch 
managers,  can  be  moved  around  like  checkers  in  a  game.  To  the  ^ 
people  at  a  high  level  in  the  home  office  we're  often  simply  colored 
pins  on  a  map.  I  couldn't  make  such  a  decision,  so  important  to  my 
wife,  family,  and  future,  without  proper  consideration,  so  I  offered  to 
come  look  the  Pittsburgh  situation  over. 
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"After  getting  the  home  office  okay  on  this,  I  went  to  Pittsburgh. 
As  I  had  only  a  day,  my  investigation  was  limited,  but  I  did  have  time 
to  do  a  few  things: 

"1.  I  checked  the  volume  of  business  and  the  percentage  generated 
from  the  different  sources — applicators,  lumberyards,  and  plumbing 
and  heating  dealers — in  order  to  get  an  idea  of  the  probable  volume 
potential  and  the  quality  of  dealer  sources  (see  Exhibits  1  and  2). 

Exhibit  2 

NATIONAL  FINANCE  COMPANY,  INC.  (D) 
Pittsburgh  Branch  Office 
Number  of  Dealers 


Year 

Total 

Lumber 

Applicator 

Plumbing  and  Heating 

No. 

% 

No. 

% 

Xo. 

% 

Figures  Not  Available  before 

:  1945 

1945  

108 

45 

42 

63 

58 

1946  

126 

27 

21 

99 

79 

1947  

164 

28 

17 

136 

83 

1948  

130 

25 

19 

98 

75 

7 

6 

1949  

183 

31 

17 

126 

69 

26 

14 

1950  

292 

46 

16 

210 

72 

36 

12 

1951  

255 

31 

12 

175 

69 

49 

19 

1952  

318 

39 

12 

209 

66 

70 

22 

1953  

317 

41 

13 

194 

61 

82 

26 

Source:  Company  records. 


"2.  I  looked  quite  closely  at  the  personnel  situation.  There  were  five 
people  in  addition  to  the  manager.  I  talked  with  each  about  their  work 
and  the  office  generally. 

"3.  I  found  that  the  principal  competitors  in  the  area  were  three 
commercial  banks,  a  savings  bank,  and  a  financing  organization  which 
was  sort  of  a  cousin  to  NFC. 

"4.  I  checked  a  map  showing  the  territories  covered  by  the  dealers 
serviced  and  found  that  there  was  a  heavy  concentration  of  population 
the  office  could  tap  for  business. 

"5.  I  went  to  the  Pittsburgh  Chamber  of  Commerce  to  get  general 
business  information  on  the  area.  I  found  that  there  was  a  good  diversi- 
fication of  industry  in  Pittsburgh,  and  that  the  business  cycle  was  more 
stable  here  than  in  Buffalo  where  the  branch's  business  was  over- 
dependent  on  one  particular  industry. 

"6.  I  went  to  see  several  dealers  to  find  out  what  they  thought  of 
NFC. 

'After  I'd  done  all  that,  I  concluded  that  the  branch  had  a  much 
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higher  potential  than  was  being  realized.  I  felt  sure  the  main  reason  for 
the  unsuccessful  operation  was  lack  of  service  to  dealers.  Mr.  Peter 
Hager,  the  manager,  was  even  charging  metropolitan  dealers  for 
credit  reports.  These  were  supplied  free  by  competition. 

"After  I  went  home  and  talked  the  proposition  over  with  my  wife, 
we  decided  that  I  should  take  the  job.  The  next  day  I  phoned  Chicago 
to  let  them  know,  and  two  weeks  later  we  moved  to  Pittsburgh. 

"When  I  came  here,  the  first  thing  I  did  was  to  stop  charging 
metropolitan  dealers  for  credit  reports.3  When  I  checked  into  what  was 
going  on  in  the  branch,  I  found  a  large  file  of  deals  on  which  credit  had 
been  passed  but  the  dealer  had  failed  to  send  the  required  $2.00- 
$2.50.  I  started  these  deals  moving  quickly  and  let  the  dealers  know 
the  charge  was  discontinued. 

"The  next  thing  I  did  was  to  improve  service.  In  my  opinion,  fast 
credit  approval  and  quick  service  is  one  of  the  biggest  sales  promotion 
devices  in  this  business.  Home  office  policy  is  that  dealers  should  be 
given  'the  best  possible  service.'  Under  Mr.  Hager,  deals  were  rejected 
or  approved  in  24  to  48  hours.  By  speeding  up  internal  procedures  and 
getting  a  little  more  co-operation  from  the  Pittsburgh  credit  bureau,  I 
was  able  to  get  application  processing  down  to  four  or  five  hours.  By 
early  1950  we  were  able  to  advise  dealers  that  we  could  give  a  decision 
by  5:00  p.m.  on  any  deal  we  received  by  1:00  p.m.  the  same  day. 

"The  attitude  of  branch  personnel  towards  dealers  had  to  be  im- 
proved. Under  Mr.  Hager,  personnel  had  the  idea  that  they  were  doing 
the  dealer  a  favor  when  they  approved  a  deal.  I  sold  them  my  idea  that 
NFC's  function  is  to  help  the  dealer.  This  means  to  give  fair  credit 
decisions  and  to  make  sure  that  a  dealer  understands  and  endorses  any 
rejections. 

"In  banks  and  other  financing  organizations  the  application  for 
credit  is  usually  approved  or  rejected  by  a  credit  specialist.  The  decision 
is  then  given  to  a  lower-priced  clerk  or  typist  who  says  yes'  or  'no' 
to  the  dealer  or  applicant.  When  they  ask  the  girl  why,'  she  doesn't 
know  and  can't  give  a  satisfactory  answer.  This  highhanded  way  of 
operating  makes  for  poor  customer  relations. 

"Under  our  operation  every  dealer  is  given  the  reason  for  a  turn- 
down. We  offer  him  ideas  to  get  help  some  other  way — perhaps  a 
suggestion  on  getting  the  customer's  mortgage  written  up,  a  personal 
loan,  or  even  getting  the  deal  through  one  of  our  competitors.  The 

3  Each  branch  manager  had  the  authority  to  charge  or  not  for  credit  reports  to  dealers 
located  within  a  radius  of  approximately  25  miles  from  the  branch  office.  Outside  that 
area  most  dealers  were  required  to  pay  for  credit  reports. 
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dealer  wants  to  tell  his  salesman  and  the  salesman  wants  to  tell  the 
customer  why  a  deal  is  rejected.  You  leave  everyone  happier  all  the 
way  around  if  you  give  a  reason.  The  dealer  also  wants  to  know 
whether  the  deal  was  turned  down  because  of  personal  reasons,  the 
salesman's  record,  or  a  legitimate  credit  deficiency  in  the  customer. 
You  can't  kick  business  out  the  front  door.  Salesmen  shift  around,  and 
when  dealers  get  together  at  meetings,  they  pick  up  the  news  about 
service  and  treatment  and  pass  it  on  like  wildfire. 

"Another  job  I  had  to  do  when  I  came  was  to  renew  dealer  contacts 
and  knock  down  the  wall  built  around  the  office  by  the  un-co-operative 
and  egotistical  attitude  of  my  predecessor.  I  contacted  manufacturers, 
manufacturers'  representatives,  distributors,  and  suppliers  in  building 
materials  and  related  lines,  informing  them  of  the  change  of  manage- 
ment and  attitude  and  requesting  that  they  recommend  their  retail 
dealers  try  NFC.  I  telephoned  nearly  all  dealers  or  talked  to  them 
personally  telling  them  about  the  changes  and  trying  to  get  them  to 
give  NFC  their  business. 

PREVIOUS   BRANCH   MANAGER  MR.   PETER  HAGER 

"The  Pittsburgh  office  opened  in  March,  1939,  and  was  seventh  in 
NFC  branch  history.  The  home  office  evidently  had  trouble  getting  a 
good  man  because  they  had  four  or  five  different  managers  between 
T  .  1939  and  1945  when  Mr.  Peter  Hager  became  branch  manager.  His 
J  previous  experience  was  with  the  Business  Credit  Corporation.  Due  to 
an  unfortunate  personal  circumstance  which  happened  in  1949,  NFC 
transferred  Mr.  Hager  to  the  Cleveland  office  as  office  manager.  Some 
1  consideration  was  given  to  closing  the  Pittsburgh  branch  at  this  time  as 
an  unprofitable  operation. 

"Mr.  Hager  didn't  really  want  to  go  to  Cleveland.  He  left'  NFC 
soon  after  and  made  arrangements  to  set  up  a  competitive  financing 
company  in  Pittsburgh.  Several  of  his  business  and  dealer  friends  put 
up  the  needed  money.  Their  original  aim  was  to  build  a  satisfactory 
portfolio  of  desirable  paper  and  then  interest  a  bank  in  rediscounting 
their  holdings.  The  principal  backer  was  an  applicator  dealer  who  also 
ran  tire  recapping  plants  in  St.  Louis  and  New  York  and  who  later  was 
sent  to  prison  for  defrauding  the  government  out  of  $170,000  in 
income  taxes. 

"This  business  was  in  operation  for  about  15  months  and  then  col- 
lapsed, having  lost  over  $80,000.  The  main  reason  for  the  failure  was 
that  they  could  not  get  enough  good-cjuality  notes.  They  were  trying  to 
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purchase  smaller  deals  at  a  higher  interest  rate,  but  because  of  their 
poor  competitive  position  they  were  forced  to  purchase  notes  which 
were  so  small  that  they  could  not  be  handled  profitably.  This  policy 
also  led  them  to  participate  in  undesirable  types  of  business  such  as 
financing  encyclopedias.  As  soon  as  people  tired  of  the  encyclopedias, 
they  often  stopped  note  payments.  Because  the  notes  were  for  such 
small  amounts,  the  company  was  unable  to  interest  a  collection  agency 
or  attorney  in  handling  their  delinquencies.  This  corporation  exists 
today,  but  in  name  only,  so  they  can  continue  to  make  collections  on 
loans  that  haven't  yet  been  paid. 

OFFICE  MANAGER 

"Soon  after  I  came  to  the  branch,  I  found  a  personnel  situation 
which  was  typical  of  Mr.  Hager's  operations.  This  situation  concerned 
Mr.  Calhoun,  my  office  manager.  Mr.  Calhoun  had  formerly  worked 
in  the  Philadelphia  office.  He  had  been  blamed  by  the  branch  manager 
there  for  some  poor  credit  that  he  passed  at  the  branch  manager's  own 
direction.  When  the  home  office  investigated  the  case,  they  thought 
that  it  would  be  to  Mr.  Calhoun's  advantage  if  he  were  transferred  to 
another  office.  They  therefore  arranged  for  him  to  go  to  Pittsburgh 
under  Mr.  Hager. 

"When  Mr.  Calhoun  came  to  Pittsburgh,  Mr.  Hager  told  him  that 
he  had  been  transferred  because  the  home  office  thought  his  work  was 
not  up  to  par  and  they  had  not  wanted  to  fire  him  from  the  Philadelphia 
office.  Mr.  Hager  then  stated  that  he  was  to  make  a  recommendation  as 
to  whether  the  company  fire  or  keep  him  and  that  if  Mr.  Calhoun 
pleased  him  everything  would  be  okay.  I  later  found  out  that  this  was 
an  out-and-out  fabrication  on  Mr.  Hager's  part.  I'm  sure  his  only  aim 
was  to  keep  Mr.  Calhoun  in  a  state  of  uncertainty  and  dependence, 
believing  this  would  make  him  work  harder  and  carry  out  his  orders 
without  question. 

"As  soon  as  I  discovered  that  Mr.  Calhoun  was  still  uncertain  as  to 
how  he  stood  with  the  home  office,  I  took  the  matter  up  with  Mr. 
Hersey.  To  clear  up  the  situation,  Dick  wrote  a  letter  to  me,  which  he 
said  I  could  show  to  Mr.  Calhoun.  It  stated  that  the  previous  reports  of 
Mr.  Hager  were  entirely  false,  that  there  was  nothing  in  Mr.  Calhoun's 
file  at  the  home  office  which  was  uncomplimentary  in  any  way,  and 
that  the  home  office  would  never  have  spent  the  money  necessary  to 
move  him  if  they  did  not  think  he  had  a  promising  future  with  the 
company.  When  I  showed  him  the  letter,  the  tears  rolled  down  his 
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cheeks  and  he  asked  if  he  could  rake  it  home  to  show  his  wife.  A  month 
or  two  larer  his  folks  were  in  town,  and  he  borrowed  the  letter  again  to 
show  rhem. 

"As  a  result  of  this  incident  and  treating  him  more  as  an  equal, 
giving  him  more  responsibility  and  authority.  Mr.  Calhoun  is  a  very 
valuable  and  respected  man  with  XFC  today." 

VOLUME  AND   REFINEMENT  PROGRAM 

Mr.  Tyne  conrinued:  "Our  volume  for  1953  to  October  31  is  down 
15%  over  the  same  period  in  1952.  This  is  a  result  of  the  home  office 
refinemenr  program  in  which  an  over-all  cutback  of  10%  was  re- 
quesred. 

"The  total  volume  of  the  business  increased  so  much  in  1952  that  a 
similar  increase  in  1953  would  have  increased  our  note  purchases  ro  a 
higher  level  than  we  could  handle  on  existing  lines  of  credit.  In  order 
to  cut  down  volume  and  make  our  financial  structure  more  acceptable 
to  banks,  management  announced  the  original  refinement  program  in 
March.  1953-  As  announced  at  that  rime,  the  refinement  program  was 
a  set  of  very  strict  credit  policies.  Adherence  to  these  policies,  under 
which  a  branch  was  to  buy  only  gilt-edged  notes,  would  have  cut  busi- 
ness very  seriously.  I  had  spent  four  good  years  of  my  life  building  up 
rhe  Pittsburgh  office.  Profits  had  risen  to  the  SS0.000-S90.000  level 
as  a  resulr  of  considerable  effort  by  myself  and  my  start,  and  this  refine- 
menr program  would  have  cut  our  volume  and  earnings  badlv  so  I  was 
quire  opposed  to  the  general  program  at  first.  This  drasric  program 
raised  all  kinds  of  questions  in  branch  managers'"  minds  regarding-  rne 
erlecr  ir  would  have  on  salary,  promotion,  and  other  results  that  should 
come  from  doing  a  good  job.  Actually  some  of  us  managers  were 
wondermg  if  we  should  quit  and  get  other  jobs  because  we  knew  that 
the  sudden  shock  of  a  complete  reversal  of  policy  in  really  putting  the 
clamps  on  credit  would  ruin  the  business  we  had  built  up.  I'm  sure  a  lot 
of  this  talk  got  back  to  management  via  the  grapevine. 

"This  grave  problem  of  dealer  relations  arose  because  of  the  lack  of 
sufficient  knowledge  in  the  home  office  in  dealing  with  field  operations. 
Many  of  the  home  office  personnel  have  never  operated  in  the  field  and 
would,  I  think,  have  difficulty  running  a  branch  profitably  on  their 
own. 

"There  were  various  reactions  after  the  policy  was  explained  at  the 
branch  manager  meetings  held  in  March.  Some  managers  who  were 
too  dependent  on  home  office  policy  immediately  wrote  or  contacted 
dealers  in  their  territories  explaining  the  change  of  pace.  This  was  not 
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wise  because  it  got  the  dealers  all  worried  and  made  trouble  for  some 
of  the  managers.  The  managers  who  did  this  should  have  been  wise 
enough  to  assert  their  own  individuality  and  run  their  business  in  a 
prudent  manner,  easing  the  shock  to  the  dealers.  I  informed  my  staff 
that  our  policy  would  be  somewhat  curtailed. 

"In  the  four  months  from  April  to  July  little  change  was  noted  in 
over-all  operations.  As  a  result,  the  policy  was  revised  by  the  home 
office  at  the  end  of  July.  This  revision  put  things  back  on  a  more 
sensible  basis.  The  first  refinement  program  letter  was  drafted  in  the 
style  of  an  ultimatum.  It  was  a  question  of  you  will,  or  will  not,  do  this 
or  that.'  The  second  was  more  suggestive.  It  "was  a  more  reasonable 
plan  for  working  volume  down  gradually. 

"The  refinement  program  was  needed,  and  it  is  a  goojjthing  for  the 
company  as  a  whole  because  in  this  business  you  should  emphasize 
'good'  before  'big.'  The  refinement  program,  now  in  effect,  restricts 
certain  types  of  credit  risks,  is  more  selective  in  dealer  sources,  and  puts 
greater  emphasis  on,watcning  controllable  expenses  and  getting  the 
greatest  possible  earnings  out  of  every  dollar  we  have  at  work. 
/  "In  the  early  summer  quite  a  few  newspaper  and  magazine  articles 
appeared  publicizing  the  over-all  tightening  of  credit  to  home  loan  and 
/general  finance  companies.  This  helped  considerably  in  softening  the 
dealers  and  preparing  them  for  our  change  in  attitude  which  went  into 
operation  during  August. 

"In  certain  branches  the  volume  potential  has  been  reached;  for 
example,  it  will  be  impossible  to  make  the  Pittsburgh  volume  very 
much  larger.  For  this  reason  I  think  NFC  will  have  to  get  into  smaller 
yunit  service  offices.  They  would  enable  the  company  to  tap  the  market 
mi  concentrated  population  areas  that  are  not  large  enough  to  support 
an  ordinary  branch  office.  In  the  Pittsburgh  territory  we  should  have 
smaller  branches  in  Harrisburg,  Reading,  and  Williamsport.  In  regard 
to  increasing  the  number  of  subsidiary  branches  and  increasing  the 
coveragexof  the  organization  NFC  is  at  the  same  stage  of  development 
that  the  majoc  automobile  acceptance  companies  were  during  the 
late  1930's." 

CONTROL  INFORMATION 

"In  order  to  check  the  volume  of  business  the  branch  is  doing,  I 
find  that  purchases  each  month,  and  to  date  in  the  year,  compared  with 
the  same  time  period  in  previous  years  is  the  best  yardstick.  Every 
month  or  so  I  check  the  individual  dealer  records  for  increases  or 
decreases  in  their  volume. 
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"I  watch  the  late  charge  records  closely  to  get  an  idea  of  how  well 
payments  are  being  kept  up.  Delinquency  percentages  are  important 
because  this  gives  me  a  running  comparison  of  how  we  are  doing  on 
our  delinquent  account  collections.  Because  any  charge-offs  that  can  be 
collected  are  considered  net  profit,  we  review  charge-off  collection 
performance  carefully.  I  check  all  income  and  expense  items  closely  to 
make  sure  they  conform  to  our  budgeted  estimates.  A  daily  check  of  the 
pending  approval  file  gives  me  an  idea  of  how  quickly  note  applications 
are  being  processed  and  presented  for  purchase." 

STANDARDS  AND  AUDITING  DIVISION 


"The  prorcdures^nd^operation  of  a  branch  are  watched  closely  by 
the  standards  and  auditing  division  in  the  home  office,  and  they  quite 
often  disagree  with  the  way  I  am  doing  things.  For  instance,  the  home 
office  said  that  our  index  files4  should  be  broken  down  into  two  classifi- 
cations, but  as  far  as  I  am  concerned  only  one  classification  is  necessary. 
Lots  of  managers  have  no  guts.  They  simplv  take  what  the  home  office 
says  and  follow  it  to  a  T.'  As  far  as  I  am  concerned,  I  will  listen  to 
what  they  suggest  or  recommend,  and  if  it  is  good  I  will  use  it  and  if 
not  I  will  modify  the  recommendations  to  fit  our  needs  here  and  so 
inform  them.  They  have  a  tough  job  trying  to  get  all  the  offices  operat- 
ing in  the  same  manner  with  the  same  tvpe  of  thinking.  I  think  some 
of  it  is  a  good  idea  too,  but  it  can  be  carried  too  far.  Many  local  situa- 
tions do  not  permit  parallel  operations  in  35  different  branches. 

"After  20  years'  operation  the  home  office  has  the  control  of  a 
branch  down  pretty  well.  Most  of  their  experience  is  incorporated  in  an 
operation  manual  which  covers  operations  even  down  to  the  number  of 
employees  needed  in  a  branch.  For  example,  I  had  13  employees  here 
in  August  and  I  received  a  letter  recommending  that  I  cut  down  to  1 1 
within  90  days.  One  of  the  girls  went  back  to  school  in  the  fall  and  an- 
other girl  who  had  been  here  quite  a  while  quit  because  of  family 
illness,  so  this  eliminated  the  necessity  of  laying  anyone  off.  At  present 
there  is  only  one  girl  m  the  office  who  has  been  here  less  than  a  year. 

"The  home  office  often  experiments  with  progressive  new  ideas. 
Recently  we  had  a  series  of  psychological  tests  to  give  all  prospective 
employees.  These  were  filled  in  at  the  branch  and  sent  to  the  home 
office  to  be  marked  by  a  university.  The  idea  was  to  rate  prospective 
employees  in  order  to  get  the  right  person  for  the  job.  I'm  glad  we're 

4  A  card  file  in  which  the  names  and  records  of  all  past  and  present  customers  were 
filed.  To  facilitate  the  handling  of  credit  references  was  one  of  the  main  reasons  for  this 
file. 
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through  with  this  one  because  I  think  the  reaction  was  generally  bad 
when  the  tests  were  suggested  to  new  applicants.  Jobs  are  too  easy  to 
get  nowadays  for  typists  and  clerks  to  be  riddling  around  with  tests 
when  looking  for  a  new  job."  ._ 

TRASNING  PROGRAM 

"Several  years  back  a  program  was  initiated  to  get  college  men  to 
join  the  company.  Under  the  plan  they  were  to  be  taught  the  basic 
fundamentals  of  the  business  so  that  they  could  be  promoted  to  manag- 
ers of  NFC  branches  in  two  or  three  years.  Under  this  plan  many 
promising  young  men  were  brought  into  the  company,  but  it  is  evi- 
dently not  turning  out  as  well  as  expected  because  there  is  a  heavy 
turnover  of  these  young  fellows.  They  seem  to  be  very  choosy  about 
where  they  will  work,  and  in  many  cases  they  appear  to  become  very 
easily  dissatisfied  with  transfers. 

"This  training  plan,  which  to  my  way  of  thinking  is  basically  un- 
sound, came  about  as  a  result  of  NFC's  having  personnel  sights  set  too 
high.  There  was  a  theory  going  around  in  the  company  that  all  young 
men  employed  should  be  of  management  caliber.  This  is  not  possible 
because  they  cannot  pay  younger  employees  enough  to  keep  the  type  of 
man  they  want  to  get.  Promotion  and  pay  increases  are  limited  because 
in  the  NFC  setup  everyone  can't  be  a  manager. 

"In  my  opinion,  local  personnel  have  an  advantage  over  an  outsider 
coming  in  to  a  new  city  and  having  to  learn  all  the  peculiar  factors 
about  the  particular  locality.  For  instance,  a  knowledge  of  the  area  and 
the  different  types  of  population  enables  one  to  judge  credit  risks  more 
intelligently  than  a  stranger  to  the  area. 

"To  my  knowledge  only  two  offices  now  have  managers  who  were 
developed  under  the  NFC  training  program.  Due  to  the  trainee  turn- 
over it  appears  that  we  are  wasting  our  time  and  money  training  them 
for  someone  else.  In  most  cases,  branch  managers  are  transferred  from 
office  to  office  and  any  resulting  opening  is  filled  by  the  second  man  in 
the  branch  involved." 


DEALERS 

"As  to  sources,  our  business  breaks  down  about  as  follows:  60%  ap- 
plicators; 25  %  plumbing  and  heating  dealers;  and  15  %  lumber  dealers. 
At  present  we  have  320  active  dealers  and  650  inactive  dealers.  We 
use  the  names  in  our  inactive  file  for  mailing  lists  occasionally,  but 
other  than  this  there  is  practically  no  contact  with  inactive  dealers. 
Numerous  accounts  in  our  inactive  files  are  lumber  dealers  who  dealt 
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with  the  company  in  the  early  1930's.  Since  then  lumber  dealers' 
products  have  been  in  such  demand  that  they  have  made  comparatively 
little  use  of  time  sales  merchandising.  However,  when  new  housing 
development  drops  off  and  these  lumber  dealers  have  to  get  out  and 
sell  the  home-improvement  market,  I  expect  some  of  these  accounts 
will  be  reactivated. 

"As  far  as  I  am  concerned,  my  social  obligations  in  this  job  go  no 
further  than  to  have  an  occasional  meal,  a  round  of  golf,  or  take  in  a 
football  game  with  some  of  our  more  desirable  dealers.  On  occasion  I 
have  taken  my  family  on  picnics  or  outings  with  a  dealer's  family  or 
with  one  of  the  associations  I  belong  to,  and  I  have  always  enjoyed 
this.  Although  I  don't  think  it  is  necessary.  I  have  no  objection  to  a 
social  drink  or  two  with  a  dealer  or  salesman.  This  can  definitely  be 
carried  too  far.  though,  and  can  be  detrimental  to  the  type  of  business 
that  we  do. 

"I  am  careful  to  maintain  a  relationship  in  which  a  dealer  knows  I 
am  in  no  way  obligated  to  handle  his  business.  Although  a  dealer  will 
sometimes  get  angry  for  a  while  when  we  turn  down  a  loan,  we  always 
try  to  do  this  in  a  way  that  will  retain  his  respect  and  friendship,  and  I 

generally  have  very  little  trouble.   , 

I  neither  like  nor  dislike  these  social  contacts  with  dealers.  I  have 
always  tried  to  attract  and  keep  the  more  stable  type  of  dealer — not 
the  type  that  will  depend  on  social  contacts  and  favors.  Because  of  our 
excellent  service,  the  word  gets  around,  and  we  don't  have  to  go  out 
looking  for  business.  They  come  to  us  because  they  know  what  we  can 
do  for  them.  Actually  I  sometimes  wonder  where  all  the  business  comes 
from — I  would  estimate  that  over  50%  of  our  volume  came  to  us  on 
someone  else's  recommendation  as  contrasted  with  the  remainder  that 
we  have  obtained  through  some  kind  of  direct  solicitation. 

"We  get  a  higher  percentage  of  a  dealer's  notes  in  a  community  or 
locality  where  there  are  no  other  financing  facilities  available.  In  some 
localities  nearly  all  the  financing  is  done  through  banks.  In  others, 
where  the  banks  are  not  allowed  to  get  into  this  type  of  business,  they 
will  sometimes  refer  dealers  to  us.  In  other  areas  we  receive  only  a 
portion  of  the  dealers'  business  because  they  have  two  or  more  sources 
of  financing.  From  dealers  who  send  their  note  applications  to  other 
institutions  we  receive  only  their  rejections  for  consideration. 

'  Once  in  a  while  we  run  into  some  bad  competition  with  an  institu- 
tion promoting  some  kind  of  an  easy  pay  plan;  however,  I  go  on  the 
theory  that  special  deals  can't  last  forever.  A  local  bank  that  went  all 
out  on  a  five-year  pay  plan,  and  was  having  trouble,  came  to  me  re- 


NATIONAL  FINANCE  COMPANY,  INC.  (D)  341 

cently  to  ask  my  advice.  I  had  been  watching  them  and  knew  it  was 
only  a  matter  of  time  before  they  would  withdraw  because  they  were 
making  both  of  the  usual  mistakes.  First,  they  were  too  interested  in 
'how  big'  and  not  'how  good.'  Second,  they  did  not  keep  the  necessary 
close  contact  on  delinquencies.  Dealers  will  always  go  where  they 
think  they  are  getting  an  easier  deal. 

"So  far,  we  always  seem  to  pick  up  business  somewhere  else  when 
we  lose  it  to  this  kind  of  competition.  As  long  as  we  have  rhp  right 
plans,  give  good  service,  and  operate  on  a  proper  credit  basis  over  the 
long  run, 'our  volume  will  be  maintained  and  the  branch  manager- 
doesnj:  need  to  worry  about  competition.  The  applicator  dealer  espe- 
ciallyTs^interestedJn  speed.  He  wants  a  'yes'  or  no'  quickly,  and  the 
salesman  wants  the  same  thing  so  that  he  can  draw  against  the  .sale. 

'This  company  serves  a  real  function  in  the  home-improvement 
financing  business  and  has  a  marvelous  field  to  exploit.  There  is  no 
reason  why  it  cannot  continue  to  be  very  successful  for  many  years  to 
come.  To  me  this  means  there  is  a  good  future  in  this  company. 

"NFC  is  considerate  of  employees  and  gives  a  man  every  chance  to 
make  good.  Because  of  the  fair  treatment  there  is  real  security  in  a  job 
here;  I  even  know  of  two  cases  where  the  company  helped  fellows  who 
didn't  work  out  to  get  other  jobs. 

"This  is  also  a  good  company  to  work  for  because  they  give  generous 
fringe  benefits,  including  insurance  and  sickness  benefits,  and  have  a 
good  retirement  plan. 

"From  a  branch  manager's  standpoint  there  are  some  definite  limi- 
tations to  the  job.  One  of  the  company's  biggest  problems  is  that  the 
home  office  tries  to  gear  operations  too  much  to  the  national  scale 
rather_than_ maintaining  flexibility  to  meet  the  local  situation  on  which 
the  business  depends.  Some  national  policy  is  good,  but  the  company 
suffers  when  the  home  office  dictates  policy  that  puts  a  branch  manager 
in  a  strait  jacket. 

"Management  committees  have  an  adverse  attitude  to  varying  policy 
to  meet  specific  local  situations.  They  think  that  if  certain  irregularities 
were  introduced  in  any  particular  office  they  might  cause  comments 
from  some  other  office.  Often  they  will  not  even  consider  ideas  on  an 
experimental  basis  on  the  local  level.  For  example,  I  wanted  to  try  out 
a  plan  of  rebating  a  certain  amount  of  money  to  the  dealer  on  each 
note  written  on  our  higher  rate  uninsured  plan,  but  I  was  refused 
permission  to  try  this  out  in  Pittsburgh  because  the  home  office  thought 
it  might  have  repercussions  in  other  offices.  As  things  stand  now,  there 
is  no  reason  for  a  dealer  to  use  our  7  c7  plan  in  preference  to  the  FHA 
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5  r  r  plan  unless  the  customer  was  a  poor  risk,  could  not  qualify  for  an 
FHA  loan,  or  was  spending  too  little  money  to  get  the  job  done  on  an 
FHA  loan.  Because  of  these  disadvantages,  it's  very  hard  to  sell  the 
uninsured  plan  and  I  wanted  to  give  the  dealer  some  real  reason  to  use 

Many  of  the  drawbacks  to  a  branch  manager's  job  result  from 
stymied  thinking  in  the  home  office  and  compliance  with  national 
operating  procedures.  I  could  think  of  many  examples  of  this,  but  here 
are  just  a  few. 

"Around  19^8  all  the  clerical  help  under  a  certain  salary  level 
received  Christmas  bonuses.  These  clerical  help  were  mainly  girls  who 
at  some  time  in  the  future  would  probably  be  leaving  the  business  to 
go  back  to  school  or  get  married.  The  managers  and  assistant  managers 
on  whom  the  business  depended  received  nothing.  This  was  later 
corrected. 

"In  1950  the  company  initiated  a  policy  of  giving  three-week  vaca- 
tions to  employees  who  had  five  years'  seniority.  This  was  later  changed 
to  two  weeks  plus  an  additional  day  for  each  year  over  five.  Not  having 
been  advised  of  the  change.  I  took  two  weeks  in  Florida  one  winter, 
counting  on  an  extra  week  in  the  summer,  only  to  find  in  April  that  I 
was  to  have  only  two  days  for  my  summer  vacation.  I  think  they  should 
have  continued  the  three  weeks'  vacation  for  all  employees  who  were 
under  the  system  and  initiated  a  plan  of  two  weeks  plus  one  dav  for  all 
eligible  employees  reaching  the  five-year  level.  This  policy  has  since 
been  changed  again  so  that  an  employee  now  gets  three  weeks'  vaca- 
tion on  the  fifth  anniversary  year  and  thereafter  gets  two  weeks  plus 
one  dav  for  each  vear  over  five. 

"Even  such  a  simple  matter  ..as  my  calling  card  had  to  be  changed. 
When  the  cards  were  originally  sent  out.  there  was  no  mention  of  Na- 
tional Finance  Company's  actual  business.  You  couldn't  tell  whether 
we  were  financing  automobiles,  appliances,  insurance,  or  what.  To 
remedy  this  I  sent  our  cards  out  and  had  property-improvement  finan- 
cing' printed  on  the  face  of  the  card  under  the  company's  name.  I 
understand  that  this  is  now  being  considered  for  all  future  cards. 

"There  is  still  too  much  of  whar  I  call  'lumber  dealer  days'  in  the 
home  office  thinking.  The  old  Franklin  attitude  still  persists  in  the 
planning  of  advertising  material,  and  ~5r7  of  it  is  aimed  at  lumber 
dealers  who  now  give  the  company  only  a  small  proportion  of  the 
business.  Some  of  the  slow  service  problems  in  some  of  the  other 
branches  revert  to  the  idea  that  lumber  dealers  aren't  in  a  hurrv  to  do 
business  and  don't  mind  waiting  two  or  three  days  to  have  a  note  appli- 


7)  ±rr-  - 

NATIONAL  FINANCE  COMPANY,  INC.  (D)  343 

cation  processed.  This  is  wrong  because  lumber  dealers  are  now  com- 
peting with  applicators. 

"Another  major  policy  difficulty  stemming  from  the  'lumber  dealer 
days'  is  that  we  will  not  make  direct  loans.  This  attitude  should  be  a 
thing  of  the  past.  AlHSFFCs  competitors  make  direct  loans.  A  direct 
loan_js  a  better  typeTot  credit  because  the  initiative  IS  with  theTTlent 
and_not  some  high-pressure  salesman.  It  is  much  easier  to  process 
because  the  direct  face-to-face  relationship  makes  it  possible  to  get 
more  information  on  the  application.  When  a  third  or  fourth  party  is 
introduced  into  the  NFC-dealer-salesman-customer  type  of  relation, 
there  is  more  tendency  for  information  to  be  rigged,  inaccurate,  or 
incomplete.  NFC  would  be  protecting  reputable  dealers,  even  more 
than  we  are  now,  by  servicing  direct-loan  customers.  We  could  refer 
them  to  approved  dealers  who  will  give  them  the  right  kind  of  a  job  at 
a  fair  price.  Actually  it's  no  secret  to  anyone  that  most  of  our  branches 
are  doing  direct-loan  business  now.  I  could  name  five  branches  specifi- 
cally, including  Pittsburgh,  that  are  currently  doing  between  $100,000 
and  $200,000  annually  in  direct-loan  business. 

"NFC's  principal  business  should  always  be  discounting,  but  be- 
cause of  the  added  complications  under  the  new  FHA  regulations  we 
should  get  into  the  direct-loan  business  under  FHA  Title  I.  The  best 
way  to  start  would  be  to  send  promotional  literature  to  our  present 
paid-in-full  customers  who  have  been  satisfactory  accounts.  Competi- 
tion from  direct-loan  companies  is  going  to  be  considerably  heavier, 
especially  when  these  new  FHA  rulings  aimed  at  stopping  the  high- 
pressure  sales  efforts  of  siding  and  applicator  dealers  are  effective.  The 
new  dealer-customer  contract  states  specifically  that  the  cost  of  the 
work  and  the  material  must  be  equal  to  the  total  of  the  note  in  any 
deal.  Unless  the  dealer  sells  legitimately  without  any  type  of  bonuses, 
kickbacks,  special  deals,  gimmicks,  etc.,  each  note  can  bounce  back  to 
him.  This  in  effect  means  the  nonrecourse  clause  is  stated  on  a  very 
broad  basis  in  order  to  keep  dealers  in  line. 

"Chicago  says  this  will  not  make  very  much  difference  to  the  busi- 
ness, but  I  think  it  will,  because  most  roofing  and  siding  is  sold  with 
some  gimmick.  The  new  FHA  type  of  regulation  will  limit  and  ham- 
per the  salesman's  approach  to  the  customer,  making  him  sell  in  an 
absolutely  straightforward  manner.  This  will  cut  out  the  large  number 
of  salesmen  whose  main  sales  tool  is  a  gimmick.  The  total  selling 
effort  will  therefore  be  reduced  to  salesmen  who  sell  in  a  legitimate 
manner.  I  think  this  is  sure  to  cause  some  reduction  in  volume  in 
1954. 
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"The  other  result  of  the  stricter  FHA  regulations  will  be  that  sales- 
men will  increase  pressure  on  the  customer  to  get  direct  financing 
through  loans,  extension  of  mortgages,  or  other  methods,  and  so  cut 
out  an  organization  like  NFC. 

"To  open  more  offices  would  expedite  processing  operations  con- 
siderably and  give  the  company  the  advantage  of  on-the-spot  repre- 
sentation against  competition  that  can  give  better  service.  If  we  spread 
out  with  more  smaller  offices  supervised  bv  present  branches,  we  could 
get  a  better  yield  from  this  territory. 

"About  seven  months  ago  another  one  of  our  experienced  men  and 
I  made  a  survey  of  the  Scranron  district.  \Te  wrote  a  report  recom- 
mending that  NFC  open  an  office  in  Scranron.  This  suggestion  was 
turned  down  with  the  reason  that  bank  lines  were  too  strained.  Soon 
after  that  the  company  opened  an  office  in  Galveston.  Texas.  Possibly 
there  was  a  greater  need  for  an  office  there,  bat  we  were  never  told 
anything  about  it. 

"I  feel  that  a  definite  need  in  NFC  is  a  rrorit  participation  plan.  A 
salary  review  once  every  year  is  not  an  adequate  incentive  to  a  key  man 
to  carry  the  weight  of  responsibility  for  a  large  operation. 

"The  volume  potential  here  of  about  $21 2  to  $3  million  annually 
has  already  been  reached,  and  neither  my  wife  nor  I  want  to  stay  in 
Pittsburgh  indefinitely.  As  far  as  I  am  concerned,  there  doesn't  appear 
to  be  too  much  future  in  Pittsburgh.  I  have  requested  that  if  the 
Miami  office  ever  becomes  available  I  would  like  to  be  considered  for 
that  location  because  we  would  both  like  to  move  to  Florida.  I  would 
go  anywhere  in  the  company  that  is  considered  a  promotion. 

"It  would  be  a  help  to  most  of  us  if  the  company  would  permit  an 
occasional  meeting  of  area  managers.  Branch  managers  should  be  en- 
couraged to  visit  other  offices  periodically  so  that  they  can  see  what  is 
actually  going  on  and  talk  with  other  managers  about  their  problems. 
The  company  definitely  needs  to  arrange  area  'manager's  get-to- 
gethers." This  should  be  without  home  office  supervision  so  that  branch 
managers  could  pick  up  ideas  that  would  help  solve  problems  we  all 
have.  The  only  opportunity  for  this  kind  of  get-together  now  is  before 
the  meetings  which  the  company  holds  periodically  for  managers.  We 
make  it  a  practice  to  check  into  the  hotel  the  afternoon  before  the  day 
of  the  meeting,  so  that  we  can  all  get  together  in  someone's  room 
and  talk  over  mutual  problems." 
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Mr.  John  Scott,1  a  member  of  the  faculty  of  the  Harvard  Business 
School,  visited  the  Cincinnati  office  of  the  National  Finance  Com- 
pany, Inc.  He  had  already  studied  the  operation  of  the  Springfield  and 
Pittsburgh  branch  offices. 

The  Cincinnati  office  was  located  on  the  eleventh  floor  of  a  large 
office  building  downtown.  Office  personnel  included  Mr.  John  S. 
Pantel,  branch  manager;  two  other  men  who  handled  credit  approval, 
collections,  and  promotion  work;  and  four  women  who  performed 
the  clerical  duties  of  the  branch.  The  space  was  divided  into  a  private 
office  for  Mr.  Pantel  and  another  large  room  where  the  rest  of  the 
branch  personnel  worked.  (Statistical  data  are  presented  in  Exhib- 
its 1  and  2.) 

As  arrangements  for  the  visit  had  been  flexible,  John  Scott  arrived 
unexpectedly  and  found  Mr.  R.  J.  Lyons,  vice  president  and  head  of 
the  installment  note  division  of  the  home  office,  with  Mr.  Pantel. 
Mr.  Lyons,  who  was  on  one  of  his  regular  trips  to  visit  eastern  and 
midwestern  branches,  was  about  to  begin  a  review  of  the  Cincinnati 
operation.  It  was  agreed  that  they  would  proceed  with  their  business 
as  planned  and  that  Scott  would  observe  the  meeting.  Excerpts  from 
his  notes  follow: 

Mr.  Lyons  took  a  file  of  memos,  correspondence,  and  reports  from 
his  brief  case. 

Lyons:  Jack,  I'd  like  to  start  off  with  a  question  that  I've  been 
stressing  on  this  trip  around  the  branches.  Have  you  had  a  review 
of  collections  lately? 

Pantel:    Not  especially,  just  the  usual  checking. 

Lyons:  Well,  it's  important  that  each  branch  start  a  collection 
drive  as  early  as  possible  in  the  fall — actually  October  would  be  ideal. 
However,  you've  left  it  for  a  few  weeks,  so  let's  be  sure  to  get  it 
started  as  soon  as  I  leave.  November  is  late  as  it  is.  You  know  as  well 
as  I  do  that  with  Christmas  coming  up  and  Christmas  shopping  taking 

1  All  names  have  been  disguised. 
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such  a  large  cut  out  of  each  pay  check,  people  are  going  to  be  inclined 
to  forget  NFC. 

I  think  you  should  start  a  drive  to  collect — especially  on  overdue 
accounts — between  now  and  the  holidays.  You  know  there's  always 
the  usual  seasonal  increase  in  overdue  accounts  around  Christmas,  and 
this  is  what  we  want  to  cut  down  as  much  as  possible.  Years  ago  we 
used  to  have  trouble  every  Christmas  collecting  overdue  accounts.  Then 

Exhibit  2 

NATIONAL  FINANCE  COMPANY,  INC.  (E) 
Cincinnati  Branch  Office 
Number  of  Dealers 


Year 

Total 

Lumber 

Applicator 

Plumbing  and  Heating 

No. 

% 

No. 

% 

No. 

% 

1945  

31 

15 

48 

16 

52 

1946  

76 

10 

13 

66 

87 

1947  

111 

19 

17 

92 

83 

1948  

127 

33 

26 

81 

64 

13 

10 

1949  

113 

35 

31 

60 

53 

18 

16 

1950  

122 

26 

21 

56 

46 

40 

33 

1951  

135 

26 

19 

49 

37 

60 

44 

1952  

166 

49 

30 

72 

43 

45 

27 

1953  

208 

61 

29 

89 

43 

58 

28 

Source:  Company  records. 


one  time  in  a  certain  branch  we  started  a  special  drive  early  in  the 
fall  to  make  sure  that  collections  were  kept  up  to  date  during  the 
Christmas  season.  This  was  almost  a  complete  success,  and  so  it  was 
carried  over  into  other  branches  the  following  year. 

We  found  that  the  fall  was  a  good  time  for  a  complete  collection 
review  in  order  to  cut  down  the  slop-over,2  seven,  eight,  or  ten  days 
overdue  in  this  season.  We  do  this  mainly  through  taking  collection 
handling  care.  That  is,  have  someone  in  the  office  specialize  on  this 
problem,  watch  the  collection  file,  and  be  prompt  in  getting  reminders 
out  as  soon  as  we  see  an  account  is  going  to  be  slow. 

The  right  follow-up  effort  can  be  a  big  help  on  this  problem.  Last 
week,  I  was  in  the  Minneapolis  office  and  found  a  real  collection 
problem.  A  couple  of  the  farm  machinery  manufacturers  had  closed 
down,  and  payments  had  slowed  so  much  that  the  situation  was  serious. 

While  I  was  there,  we  organized  the  office  for  the  most  intensive 
collection  campaign  I  think  I've  ever  seen.  I  had  a  letter  from  the 
manager  yesterday  saying  that  their  delinquency  ratio  had  dropped  by 

2  Accounts  overdue. 
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1%  already.  Actually,  Jack,  I'm  only  mentioning  this  so  that  you  can 
use  your  own  judgment  to  keep  out  of  trouble.  Any  program  is  en- 
tirely up  to  you.  You  know  your  internal  shop  situation  better  than 
I  do.  You've  been  around  long  enough  to  know  just  what  this  is  all 
about.  I'm  just  bringing  it  up  so  you'll  be  on  top  of  things. 

Next  year  I'd  try  to  start  around  the  first  of  October  on  this  opera- 
tion. You've  had  enough  experience  on  what  we  call  "goosing"  these 
accounts  along.  Your  over-all  delinquency  ratio  isn't  too  bad.  It's  be- 
low the  company  average,  although  that  doesn't  mean  much  because, 
between  you  and  me,  the  company  average  is  lousy  right  now.  We've 
got  about  12  offices  with  really  bad  records,  and  they  bring  the  whole 
average  up.  However,  we're  starting  a  collection  drive  throughout  the 
whole  company  to  get  that  average  under  3%.  (Points  to  delinquency 
rate  in  report.)  Any  questions  on  this,  Jack? 

Pantel:  I  haven't  got  any  questions  on  this,  Bob,  but  I  think 
you  should  know  that  we've  been  doing  most  of  these  things  on  our 
own  for  a  long  time.  We've  been  pinpointing  all  the  accounts  15  to 
29  days  overdue  and  following  up  very  closely  on  them.  I  think  we 
would  have  had  better  results  except  for  a  specific  problem  that  we 
have  here  in  this  office.  You  should  know  about  it  before  it  gets  any 
worse. 

Lyons:    Oh?  Tell  me  some  more  about  it. 

Pantel:  (Goes  into  confidential  file  and  takes  out  a  two-page 
written  report. )  There — take  a  look  at  that  and  tell  me  what  you  think. 
[This  report  was  about  an  employee,  Bill  Hackett,  who  had  come  to 
the  Cincinnati  office  from  the  Kansas  City  office.  The  report  stated 
that  he  had  been  assigned  to  collections  and  had  evinced  a  strong  dis- 
like for  this  work.  The  report  further  stated  that  it  was  a  real  problem 
to  get  Hackett  to  follow  up  on  collection  work  as  he  should  have; 
Mr.  Pantel's  report  concluded  that  Hackett  was  "such  a  liability  to  " 
the  whole  office  that  we  should  get  rid  of  him."] 

Lyons:    How  long  has  this  fellow  been  with  us,  Jack? 

Pantel:    About  15  months. 

Lyons:    I'd  like  to  have  a  good  talk  with  him  before  we  come  to 
any  conclusions. 

Pantel:  Well,  it's  obvious  to  me  that  he  dislikes  collection  work 
so  much  that  he  really  can't  operate  effectively.  For  example,  I  threw 
him  a  "rewrite  case"3  the  other  day,  and  it  sat  on  his  desk  for  four 

3  Case  in  which  the  maturity  of  a  delinquent  note  is  lengthened  and  the  monthly 
installments  are  lowered  to  a  rate  the  note  maker  is  able  to  meet. 
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days.  When  I  finally  got  around  to  checking  up  on  him,  I  found  out 
that  he  didn't  know  how  to  rewrite  a  case. 

Lyons:  I  know  it  looks  to  you  as  though  this  guy  is  a  dud,  but 
let's  keep  in  mind  that  we  have  15  months'  investment  in  him,  and 
we  have  a  responsibility  both  to  him  and  to  ourselves  to  figure  out 
what's  at  the  bottom  of  this,  and  try  to  straighten  the  situation  out. 

Pantel:  Right.  Actually  I  don't  hold  the  boy  at  fault  so  much — 
I  think  we're  responsible.  If  he  doesn't  like  collection  work,  we  should 
have  found  out  before  we  hired  him. 

Lyons:  That's  true,  but  you  know  I've  often  found  that  when  a 
person  doesn't  like  a  specific  operation  in  a  branch,  there  is  a  chance 
that  he's  been  left  on  it  so  long  that  he's  grown  to  dislike  it.  This 
boy  was  probably  promised  something  in  our  training  program  and 
may  have  been  under  an  agreement  to  spend  a  certain  amount  of  time 
on  collections.  We  all  know  how  our  branches  get  in  a  jam,  and  un- 
fortunately for  both  the  manager  and  the  employee,  we  just  have  to 
leave  a  fellow  on  a  certain  operation  until  the  log  jam  is  broken. 
This  retards  progression  and  makes  the  employee  wonder,  "Well, 
what  gives  here — am  I  being  sidetracked?"  Maybe  there's  more  to 
this  case  than  meets  the  eye. 

Pantel:  It  seems  that  a  new  employee  is  often  thrown  into  the 
breach  and  ends  up  on  collection  work.  I  thought  you  could  talk  to 
him  and  remove  any  of  his  doubts  about  progression.  And  maybe  you 
could  find  out,  too,  if  he  actually  has  the  temperament  to  handle  col- 
lections. If  he  is  going  to  have  any  future  here,  he  will  have  to  get  to 
like  collections  even  if  it  is  a  tough  part  of  our  business. 

Lyons:  I  agree  with  you  there,  and  if  this  boy  doesn't  like  collec- 
tions, there  is  only  one  answer  as  far  as  we  are  concerned.  He's  got 
to  go.  If  he  is  stagnating,  though,  that's  another  matter,  and  we  can 
soon  do  something  about  that. 

Pantel:  The  boy  came  in  during  vacation,  and  I  had  to  put  him 
right  on  collections,  and  you  may  be  very  right  when  you  think  that 
he's  soured  on  collection  work.  At  any  rate,  I  think  he's  the  reason 
that  our  collections  haven't  shown  up  as  well  during  this  period. 

Lyons:    I'll  talk  to  him  and  see  what  we  can  do. 

Pantel:  Well,  Mr.  Hersey4  talked  to  him  about  30  days  ago 
along  these  same  lines  and  seemed  to  clear  up  the  problem,  but  after 
Mr.  Hersey  went  away,  he  seemed  to  have  a  relapse. 

Lyons:  Well,  this  is  basically  simple.  There  are  only  two  causes 
that  could  be  at  the  bottom  of  this,  and  I'll  try  to  get  into  it  far  enough 


4  Company  president. 
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to  dissolve  what's  going  on  in  this  fellow's  mind.  But  you'll  have  to 
temember  it's  not  always  possible  to  solve  things  right  away.  This  may 
take  some  time,  and  in  the  meantime  you've  got  the  problem  of  not 
letting  collections  slip. 

#     #     #     #  # 

Now  getting  back  to  this  collection-drive  problem,  I  think  we've 
talked  about  it  enough  so  that  you  know  what  the  objectives  are  and 
possibly  even  had  them  in  mind  before  I  came.  Getting  down  to 
things  specifically,  I  think  a  definite  program  of  personal  contacts 
should  be  set  up.  By  the  way,  Jack,  do  you  plan  your  collection 
trips?0 

Pantel:  I  set  up  a  70-  or  80-mile  trip  by  way  of  Louisville  and 
Charleston  that  takes  me  all  around  the  territory  without  too  much 
backtracking. 

Lyons:  Yes,  but  if  you  plan  a  two-  or  three-day  trip,  and  make 
the  loop,  it  may  be  too  short.  We've  found  in  some  offices  that  the 
manager  should  stay  out  from  ten  days  to  two  weeks  on  a  collection 
trip  to  do  a  thorough  job. 

Pantel:  Well,  around  this  place  we  don't  have  to  stay  out  too 
much.  When  I  do,  I  usually  stay  at  Dayton.  Around  this  time  of  the 
year,  a  60-  or  70-mile  trip  gets  you  far  enough  away  that  the  sun  is 
soon  setting  on  you,  and  I  don't  like  driving  too  much  at  night,  any- 
way. 

Lyons:  I'd  suggest  you  plan  your  trips  to  stay  out  longer.  Try 
to  spend  more  time  where  delinquencies  are  higher,  and  work  from 
a  base  where  you  can  stay  overnight.  Remember  that  we've  got  to 
see  a  lot  of  these  people  at  night  .  .  .  we've  all  gone  through  this, 
and  it  may  be  one  of  the  unpleasant  parts  of  the  job,  but  it's  very 
important  in  running  a  successful  branch  operation.  Couldn't  you 
make  a  base  in  Louisville?  You  could  cover  quite  a  bit  of  territory 
around  there,  don't  you  think? 

^ 

Pantel:  Yes,  at  times  I've  been  there  for  as  many  as  three  days 
in  a  row.  Say,  speaking  of  Louisville  brings  up  the  Federal  Steel  prob- 
lem. I  meant  to  tell  you  about  this  before.  Federal  Steel  is  working 
only  three  days  a  week,  and  the  greatly  reduced  number  of  hours 
has  given  us  a  slop-over  problem.  In  lots  of  cases  accounts  have  ac- 


5  Personal  collection  calls  regarding  overdue  notes. 
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tually  gone  seriously  overdue,  and  people  say  they  can't  pay  us  be- 
cause their  earnings  have  been  cut  so  much. 

Lyons:  I'm  glad  you  mentioned  this,  because  it  brings  up  an  im- 
portant point  as  far  as  we  are  concerned  at  the  home  office.  I've  un- 
covered evidence  of  soft  spots  in  one  or  two  different  localities  on  this 
trip,  and  they've  led  to  serious  problems  for  the  branch  manager  con- 
cerned. 

I  already  talked  to  you  about  the  one  in  Minneapolis.  Another 
serious  situation  has  developed  in  Davenport,  Iowa.  You've  probably 
read  about  it — the  farm  machinery  industry  is  flat  on  its  back.  The 
tough  thing  about  it  from  our  standpoint  is  that  there  was  evidence 
for  these  layoffs  in  May.  Yet,  because  we  had  our  heads  in  the  sand, 
we  were  still  processing  loan  applications  from  employees  in  these  in- 
dustries in  late  May  and  early  June.  Now  there  are  over  10,000  peo- 
ple unemployed  in  the  district;  I  think  the  government  is  soon  going 
to  declare  it  a  distressed  area. 

The  important""  thing  for  us  to  be  doing,  Jack,  as  you  have  done 
on  the  Federal  Steel  situation,  is  to  be  watching  for  the  situations  that 
might  develop  into  something  bad  for  us.  As  soon  as  we  see  them 
coming,  we  should  cut  off  all  credit  to  the  people  involved.  I  don't 
know  how  many  times  I've  seen  situations  where  a  bad  delinquency 
problem  can  be  traced  to  an  industry  that  has  been  having  trouble. 

You  can't  take  money  from  a  man  who  is  out  of  work.  The  only 
thing  you  can  do  is  to  fight  as  hard  as  you  can  to  keep  the  account 
active.  Once  an  account  goes  dead,  the  situation  is  terrible.  You  know 
how  hard  it  is  to  reactivate  a  dead  account.  When  a  guy  has  stopped 
paying  for  seven  or  eight  months,  he  seems  to  forget  all  about  us  and 
to  get  him  back  on  the  active  list  is  like  trying  to  beat  a  dead  horse. 
To  keep  these  accounts  active,  we've  got  to  be  rough  and  take  money 
from  their  savings  or  unemployment  compensation.  This  is  really  a 
rough  problem,  but  what  can  we  do?  Any  fool  can  pass  the  money 
out — it's  getting  it  back  in  at  a  profit  that  keeps  us  in  business! 

Pantel:  I've  been  watching  this  carefully;  in  fact,  in  the  last 
two  or  three  weeks  I've  put  a  lot  of  Federal  Steel  employees'  accounts 
right  out  in  the  front  of  each  ledger  file  so  that  we  can  watch  them 
closely  and  be  extra  quick  with  "past-due  notices"6  and  follow-ups. 

Lyons:  Payments  made  out  of  savings  by  the  people  who  are 
more  conscientious  can't  keep  up  too  long.  You  know  that.  In  Daven- 
port some  have  even  lost  their  homes  already,  and  there  we  sit  with 

6  Letters  sent  to  note  makers  with  overdue  payments  to  remind  them  that  a  payment  has 
been  missed  and  should  be  forwarded  immediately. 
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a  note  on  an  improvement.  When  a  situation  looks  really  hopeless, 
I  think  it's  important  that  we  wash  the  note  out7  as  fast  as  we  can 
so  that  we  know  what's  happening.  We've  got  to  be  alert  to  any  cases 
where  the  property  is  for  sale  so  that  we  can  file  claims  through  our 
attorneys.  The  reason  I'm  speaking  so  much  about  this  is  that  I  really 
want  you  to  be  on  the  lookout  in  case  such  problems  should  arise  in 
your  territory.  Are  you  taking  any  more  risks  on  Federal  Steel  em- 
ployees? 

Pantel:    Well,  you  know  they're  not  down  and  out  yet. 

Lyons:    There's  always  the  possibility  that  they  might  be. 

Pantel:  That's  true,  but  I  still  pass  credit  to  some  of  the  best 
risks  that  come  in  from  that  area.  There's  a  pretty  fine  point  between 
turning  down  good  business  and  taking  unnecessary  risks. 

Lyons:  That's  so.  I  don't  want  to  scare  you.  We  know  that  em- 
ployment is  holding  up  well  nationally.  But  that  doesn't  alter  the 
fact  that  these  soft  spots  are  developing.  Don't  get  alarmed,  but  be 
sure  to  make  the  best  credit  investigations  and  decisions  that  you  pos- 
sibly can.  Making  sure  you've  got  a  good  borrower  is  all-important. 
Have  there  been  any  other  signs  of  difficulty  developing  in  this  area? 

Pantel:  As  far  as  I  know,  it's  mainly  around  Dayton.  It  seems 
to  be  the  metalworking  industry  around  these  parts.  This  started  only 
about  30  days  ago. 

Lyons:  I  wonder  if  Andrew  Jones  at  the  Bank  of  Commerce 
here  would  know  anything  about  it?  He's  a  big  executive  over  there 
in  charge  of  a  lot  of  metal  company  accounts.  There's  no  reason  why 
he  couldn't  tell  us  what  he  knows  about  this.  That's  our  bank8  here 
in  town,  you  know. 

Pantel:  Sure! --He'd  get  to  know  about  things,  weeks  or  even 
months  before  they  actually  happen. 

Lyons:  I  think,  Jack,  it's  very  important  that  you  cultivate  the 
acquaintance  of  management  people  around  town.  They  could  tip  you 
off  to  this  kind  of  thing  before  it  happens. 

Pantel:    I  agree.  That's  a  good  idea. 

#    #    #    #  # 

Lyons:    By  the  way,  how  are  your  credit  standards? 

Pantel:  I  don't  know;  as  far  as  we  can  tell  they're  about  the 
same,  but  I've  got  a  pile  of  applications  that  we  turned  down  and 
another  pile  we've  taken  that  I'd  like  you  to  look  over.  I  hope  we're 

7  Write  the  note  off  as  a  loss. 

8  Note  sales-line  participant. 
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not  being  too  conservative  on  credit;  we  are  trying  to  hold  the  line. 

Lyons:  I'll  take  a  look.  You  know,  it's  funny  the  way  every  branch 
manager  asks  me  to  look  at  the  credit  he's  been  giving.  All  you  fellows 
do  a  darn  good  job,  but  there  always  seems  to  be  an  uncertainty  on 
that  point.  That's  interesting,  isn't  it?  [At  this  point  Mr.  Pantel  was 
called  to  the  main  office  for  a  few  minutes,  and  Mr.  Lyons  turned  to 
talk  to  John  Scott.] 

Lyons:  X2HJinow'  we  feU°ws  in  the  home  office  try  to  get  close 
to  our  managers.  We  want  this  branch  review  operation  to  be  on  an 
informal  and  friendly  basis.  I'm  not  around  here  trying  to  snoop  into 
whatjsjc^  done.  I'm  making  a  genuine  effort  to  help  the 

branch  manager  improve  his  whole  operation.  All  these  things  that 
I  talk  over  with  Jack  here  .  .  .  well,  I'll  write  a  report  to  him 
summarizing  our  whole  conversation  when  we're  through.  This  simply 
puts  down  in  very  abbreviated  style  some  of  the  things  we  run  into. 
A  copy  goes  to  Dick  Hersey.  In  this  way  we  keep  the  thing  friendly 
and  informal,  yet  have  evidence  to  back  up  any  further  checks  we 
might  want  to  make. 

We  people  from  the  home  office  certainly  don't  claim  to  be  in- 
fallible. We  would  make  an  awful  mistake  if  we  didn't  listen  to  the 
other  side  of  the  story.  The  branch  manager's  problems  are  local, 
and  we  realize  they  are  very  important  to  us.  Of  course,  as  far  as 
he's  concerned,  they  are  the  only  problems  in  the  whole  company, 
and  he  sees  everything  through  the  problems  in  his  territory.  Most 
branch  managers,  you  know,  have  an  unfortunate  feeling  about  man- 
agement and  the  home  office  in  Chicago.  I  can  see  their  point  too 
because  I  was  once  a  branch  manager  myself,  in  Houston,  Texas.  [At 
this  point  Mr.  Pantel  returned  to  the  office.] 

Lyons:  Okay  .  .  .  (looking  at  the  quarterly  report,  a  summary 
of  figures  on  branch  note  purchase  volume,  total  outstandings,  ex- 
penses, delinquencies,  and  claims).  Your  uninsured  note  write-off  pic- 
ture looks  pretty  good. 

Jack,  from  the  figures  I've  got,  it  looks  as  though  your  quarterly 
report  FHA  claim  ratio9  has  risen  fairly  seriously  in  the  last  two  or 
three  months.  It's  in  excess  of  the  company  ratio,  and  this  looks  like 
a  red  flag.  Can  you  trace  these  delinquencies  and  claims  by  trade  or 
by  dealers? 

Pantel:  Yes,  we  ran  into  an  unfortunate  situation  on  three  or 
four  dealers  in  particular. 

9  Ratio  of  dollar  total  of  claims  for  repayment  of  loss  on  FHA-insured  notes  to  total 
volume  of  notes  serviced. 
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Lyons:  How  many  of  these  bad  delinquency  and  claim  situations 
arise  from  siding  dealers? 

Pantel:  Well,  let's  see,  I  think  right  now  we've  got  close  to 
4,200  notes  out  on  roofing  and  siding  dealers,  so  percentagewise  it's 
not  too  bad,  but  it's  something  I  haven't  been  happy  about.  I'm  afraid 
it  could  develop  into  something  serious. 

Lyons:  Well,  maybe  we  should  get  together  and  run  a  couple  of 
tapes  on  outstandings,  delinquencies,  and  claims  by  dealers.  [This 
operation  entailed  going  through  the  ledger  files,  picking  out  all  the 
delinquent  accounts  and  claims,  and  listing  them  by  the  dealers  who 
originated  the  business.} 

Pantel:  We  did  do  this.  (Hands  Mr.  Lyons  a  summary  report 
on    delinquencies    and    claims    by    dealers. ) 

Lyons  :  Well,  this  is  pretty  interesting.  Looks  like  your  delinquen- 
cies and  claims — the  really  rotten  situations — can  be  traced  to  about 
four  or  five  different  dealer  accounts. 

[At  this  point  Mr.  Pantel  called  in  a  clerk  who  brought  several 
of  the  dealer  files,  which  contained  information  on  the  type  of  opera- 
tion the  dealer  ran,  his  place  of  business,  references,  net  worth,  sales 
methods,  and  other  details.} 

Lyons:  {Looking  at  these  summary  reports.)  Well,  this  guy  Rob- 
bins  was  really  throwing  some  rocks  into  your  operation! 

Pantel:  Yes,  we  eliminated  him  quite  a  while  ago.  I  haven't 
taken  any  paper  from  him  for  five  or  six  months. 

Lyons:  How  did  you  go  about  eliminating  him?  Did  you  write 
him? 

Pantel:  No,  I've  found  it  best  not  to  write  any  formal  notice 
to  a  dealer.  You  can  never  tell  when  he  might  clean  up  his  operation, 
and  if  we  get  ourselves  so  far  out  on  a  limb  as  to  write  him  a  letter 
saying  we  don't  want  his  business,  this  might  make  difficulties  for  us 
later  on.  My  policy  has  been  to  simply  turn  down  all  his  applications. 
Actually,  Bob,  I  found  this  by  far  the  best  way  to  handle  the  problem 
of  dealers  who  send  us  in  so  much  crap  that  we  have  to  stop  taking 
their  paper. 

Lyons:  Well,  that  means  we've  actually  got  a  liquidating  job  on 
this  guy's  business. 

Pantel:    That's  right,  we've  stopped  taking  his  paper  completely. 

Lyons:  Let's  check  over  your  tape  and  file  on  this  Stern  Building 
Company.  [Mr.  Lyons  moved  his  chair  around  behind  the  desk  be- 
side Mr.  Pantel's.  Previously  he  had  been  sitting  opposite  Mr.  Pantel 
on  the  other  side  of  the  desk.} 
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Pantel:    Sure!  We  did  this  report  sometime  ago.  We've  been 
watching  this  fellow  pretty  closely. 
Lyons:    Oh,  when  was  this  done? 
Pantel:    It's  dated  May  27. 

Lyons:  Yeh,  that's  right;  it  carries  through  May  27.  It  was  some- 
time after  this  that  you  started  cutting  him  off,  wasn't  it? 

Pantel:    That's  right,  around  the  end  of  June. 

Lyons:  Well,  we  won't  worry  about  that;  it's  only  a  few  days. 
Yeh,  this  is  the  kind  of  thing  we  need,  Jack;  this  looks  good.  You've 
been  keeping  a  close  check  on  this  bird. 

Pantel:  Here's  another  one,  the  Ace  Construction  Company. 
We've  had  trouble  with  this  fellow  for  some  time,  too.  I  haven't  cut 
him  off  completely,  but  we're  taking  only  gilt-edged  stuff  from  him. 

Lyons:    Let's  see,  when  did  you  run  this  tape,  Jack? 

Pantel:  I  think  we  had  the  girl  do  this  at  the  same  time  she 
did  the  one  on  Robbins. 

Lyons:  Well,  \\Vi%  delinquent  on  all  notes  written  in  1952, 
and  he's  running,  let's  see  .  .  .  about  15%  delinquent  so  far  this 
year. 

Pantel:  You  know,  I  think  this  one  should  be  run  again  to 
bring  it  up  to  date,  don't  you,  Bob? 

Lyons:  Yeh,  I  think  so  too.  Why  don't  you  have  someone  do 
that  while  we're  working  on  the  rest  of  this  stuff,  and  then  we  can 
come  back  to  it  later  on. 

Pantel:  Well,  if  you  don't  mind,  let's  wait.  They're  pretty 
gummed  up  out  there  {points  to  office)  this  morning,  and  we 
may  have  some  more  of  these  to  do.  It's  easier  to  do  them  all  at 
once  because  you  can  pull  ail  the  cards  as  you  go  through  the  ledgers. 
In  that  way  it  will  save  the  girls  some  work. 

Lyons:  Jack,  the  more  I  see  these  situations  all  over  the  country, 
the  more  I  think  that  the  crux  of  our  business  is  close  delinquency 
follow-up.  This  credit  problem  is  really  something.  How  current  is 
this  report  on  the  Hygrade  Construction  Company?  They've  been  giv- 
ing you  some  trouble  too,  haven't  they?  Any  other  besides  these? 

Pantel:  Well,  here's  the  report  on  the  Yale  Construction  Com- 
pany. It  doesn't  look  too  bad,  does  it? 

Lyons:  No,  that's  not  too  bad  by  the  looks  of  things,  Jack.  Before 
we  say  yes  or  no  to  running  a  tape  on  this,  let's  look  at  the  dealer 
volume  book.  [Mr.  Pantel  leaves  office  to  get  dealer  volume  book, 
which  contained  a  summary  page  for  each  dealer  listing  the  notes 
and  applications  processed  during  each  calendar  year.] 
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Pantel:  Here  we  are.  We're  soon  going  to  have  the  whole  office 
in  here.  (Laughs.) 

Lyons:  Yale  .  .  .  Yale  .  .  .  Oh,  here  it  is,  let's  see.  He's  got  five 
claims  down  for  this  year,  and  let's  see  how  many  delinquents.  Looks 
as  though  he's  up  around  10%.  By  the  way,  Jack,  why  aren't  we  post- 
ing the  previous  years'  totals  on  these  dealer  pages?  You  know  this  is 
an  important  little  point  here  because  when  the  previous  years'  totals 
have  been  posted,  you  can  tell  what  kind  of  a  guy  he  is  volumewise. 

Pantel:  There's  no  reason,  I  guess;  it  was  just  omitted.  (Makes 
note  to  have  this  done.) 

Lyons:  You  really  can't  evaluate  the  guy's  account  without  this. 
Well,  let's  see,  this  year  he  gave  us  167,  and  we  rejected  47.  What's 
that,  about  25%  ?  That's  not  too  bad,  is  it?  How  long  has  this  fellow 
been  doing  business  with  you,  anything  prior  to  1951? 

Pantel:  Yes,  he  did.  He  first  started  doing  business  with  us  early 
in  1950. 

Lyons:    Let's  see  what's  in  this  fellow's  file. 

Pantel:  Well,  you  can't  exactly  tell  here.  Now  I'm  glad  this 
came  up,  Bob,  because  this  isn't  the  first  time  I've  found  files  with 
papers  missing  in  them.  We  have  hunted  through  other  files,  and  we 
can't  find  where  they've  gone.  I  wonder  if  Morton  (previous  manager) 
lost  them  or  threw  them  out. 

Lyons:  I  don't  know;  the  way  he  operated,  he  might  have.  I  am 
glad  you  mentioned  that,  though,  because  it's  important  that  you  try 
and  get  duplicate  copies  of  information  that  you  might  be  able  to  pick 
up  somewhere.  The  FHA  can  be  mighty  fussy  about  this.  One  of 
their  inspectors  was  in  one  of  our  offices  the  other  day  and  really 
blasted  a  manager  because  of  some  incomplete  dealer  files.  Now  let's 
see,  this  fellow  had  a  claim  ratio  of  about  3%  against  purchases.  Is 
he  an  applicator? 

Pantel:    Yes,  strictly. 

Lyons:  I  don't  mean  to  say  that  this  account  is  undesirable  right 
off,  but  we've  been  taking  an  awful  lot  of  lousy  paper  from  him  with 
the  claim  ratio  up  as  high  as  3%.  You  can't  always  blame  the  dealer 
either.  It  might  be  our  fault  as  well  as  his.  Delinquencies  on  an  ac- 
count like  this  might  come  up  as  a  result  of  customer's  complaints 
not  fixed  up.  Then  again  there  might  be  overselling  with  gimmicks. 
In  either  case  the  dealer  is  clearly  responsible,  though  that  doesn't 
leave  us  clear.  On  all  unsatisfied  complaints  we've  got  to  check  up 
and  see  that  something  is  done.  On  extravagant  claims  and  overselling, 
our  contract  has  been  breached  and  we  can  exercise  the  rejection 
clause.  On  customer  complaints  we  should  call  the  dealer  to  make 
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sure  that  something  has  been  done  because  until  we  get  the  full  okay 
from  the  customer,  we  have  a  bad  situation  and  the  customer  is  much 
more  inclined  to  pass  up  the  payment. 

#     #     #     #  # 

Lyons:    What  are  you  doing  about  complaints? 

Pantel:  Well,  we  send  out  form  letters  71  and  72  on  complaints 
and  ask  the  dealer  to  correct  the  situation.  You  know,  form  letter  71  is 
written  to  the  customer  clearing  us,  and  72  is  the  follow-up  with  the 
dealer. 

Lyons:  Some  note  makers  don't  seem  to  understand  that  we  buy 
in  due  course.  Time  and  again  I've  seen  them  look  on  us  as  if  we 
were  responsible  for  the  job. 

Pantel:  Sure,  there's  nothing  unusual  about  that.  I'd  say  that's 
the  case  90%  of  the  time. 

Lyons:  I  think  we  should  be  doing  some  more  on  this.  In  addi- 
tion, we  should  make  a  personal  call  on  the  dealer  if  nothing  happens, 
and  make  sure  he  understands  our  position  and  that  we  are  going 
to  demand  that  he  make  things  right.  Too  many  of  our  delinquencies 
and  claims  are  caused  by  refusal  of  dealers  to  go  out  and  fix  a  faulty 
job.  The  routine  we  set  up  seems  to  be  okay,  but  we've  got  to  carry 
it  a  little  further,  I  think,  especially  in  offices  with  problems  like  yours, 
Jack.  In  order  to  establish  our  position,  we've  got  to  follow  up  the 
contractor  quickly.  What  follow-up  are  you  using  now? 

Pantel:    Nothing,  really,  except  these  form  letters. 

Lyons:  I  would  like  to  make  a  suggestion  here.  We've  found 
that  a  "beef  sheet"  has  been  very  useful  to  several  managers.  On  it 
you'd  keep  the  date  of  complaints,  what  was  done  by  the  dealer,  the 
dates  and  type  of  follow-up  on  the  dealer,  and  the  date  of  the  release 
certificate  from  the  customer  stating  that  the  job  has  been  fixed  up 
satisfactorily. 

Pantel:  Well,  in  a  roundabout  way,  that's  just  what  we  do  now. 
We  have  a  100%  spot  check  on  all  complaints.  On  any  complaints 
we  pull  the  ledger  card  and  watch  the  situation  carefully,  but  this  beef 
sheet  sounds  like  a  good  idea.  It  would  enable  me  to  bring  pressure 
on  the  rest  of  the  staff  in  the  office.  I  could  keep  it  under  my  desk 
pad  here. 

Lyons:  That's  true,  it  gives  you  a  more  accurate  and  efficient 
way  of  going  after  these  complaints.  The  big  advantage  as  far  as  I  can 
see  is  that  it's  a  handy  visual  record  on  the  various  dealers  you're  doing 
business  with  and  how  they  fix  up  complaints. 

Overall  in  the  company,  we're  proving  that  an  increasing  number 
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of  delinquencies  can  be  traced  directly  to  dealer  faults.  If  a  dealer 
can't  resolve  a  complaint,  we  don't  want  his  notes  at  all.  He  can  make 
an  adjustment  or  a  cash  settlement  if  necessary.  I  don't  mean  by  this 
that  we  should  get  too  tough;  give  the  dealer  a  chance,  but  if  he's  a 
real  rascal,  quit.  Make  sure  you  get  his  check  and  get  out  of  there. 
I'm  getting  so  sick  of  this  problem  that  I'm  advising  the  managers  to 
get  rough  on  some  of  these  buggars.  The  guys  that  don't  do  a  good 
job  are  nearly  always  the  same  fellows  who  sell  on  some  kind  of  a 
gimmick.  Genuine  faults  in  workmanship  or  material  are  okay.  Those 
could  happen  to  anybody,  but  these  guys  full  of  gimmicks  are  out  as 
far  as  we  are  concerned. 

We  should  talk  about  this  when  we  get  your  boys  in  here.  [Mr. 
Lyons  usually  held  a  meeting  with  all  the  personnel  in  the  branch  to- 
gether, before  he  left  each  office.}  I  want  every  single  person  in 
our  organization  to  be  aware  of  this  problem. 

In  San  Francisco,  we  had  a  terrific  problem  with  applicator  dealers 
pulling  stuff  like  this.  A  very  sharp  collection  man  came  in  to  work 
it  out.  Unfortunately,  we  lost  him  to  a  bank  after  three  months,  but 
he  was  fast  in  catching  dealers  causing  delinquencies.  The  whole  key 
here,  as  he  later  showed  us,  was  to  pounce  early  and  make  sure  the 
customer  is  getting  a  square  deal  and  that  the  dealer  isn't  causing  us 
a  lot  of  grief. 

Pantel:  That's  easy  to  say,  but  there  are  a  lot  of  things  you've 
got  to  know  for  sure  before  you  do  any  pouncing. 

Lyons:  You're  right  there,  but  that  doesn't  alter  the  fact  that  we 
have  to  watch  these  dealers  closely.  I  don't  care  who  the  dealer  is, 
I  want  complaints  satisfied.  There's  a  fine  point  here,  though,  we 
wouldn't  want  you  to  go  to  the  extreme  of  discouraging  a  dealer. 

Pantel:  Sure,  I  understand,  but  he's  got  a  moral  obligation  to 
fulfill  a  contract  with  the  customer  when  he  makes  one. 

Lyons:  That's  right,  and  FHA  is  really  going  to  jump  on  these 
dealers. 

Pantel:  I  know  dealers  in  this  territory  who  would  rather  buy 
back  the  poor  paper  they  sell  than  have  us  file  a  claim.  They  don't 
want  to  get  on  FHA  records.  We've  spot  checked  a  few  jobs  by  all 
new  dealers,  but  this  can  run  into  complications.  For  instance,  a  dealer 
we  started  to  do  business  with  about  a  year  ago  found  out  we  were 
checking  up  on  him.  He  was  okay  at  the  time  it  turned  out,  but  he 
became  very  hostile  to  NFC.  I  found  out  that  he  went  back  and  told 
other  dealers  just  what  he  thought  of  our  checking  activities.  Later  we 
found  out  he  was  pulling  some  real  crooked  stuff,  and  I'm  afraid 
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we're  going  to  have  a  rough  time  on  some  of  his  notes  soon.  (Takes 
note  out  of  files.)  When  I  investigated  this  one,  I  found  the  family 
came  from  West  Virginia  and  the  husband  got  a  job  at  a  plant  here 
eight  months  ago.  This  plant  reduced  volume  recently,  and  he  was 
among  the  first  to  be  laid  off.  They've  simply  abandoned  the  house. 
This  has  happened  about  three  times  in  the  last  month  around  here, 
and  it  seems  that  the  notes  all  came  from  this  same  dealer. 

Lyons:  Have  you  stopped  doing  business  with  this  guy?  What's 
his  name?  (Looks  at  note.)  .  .  .  Birks! 

Pantel:  Well,  we  haven't  cut  him  off  completely,  but  I  told  him 
plainly  that  we  can't  do  business  until  we  get  together  and  straighten 
out  our  thinking.  He  got  quite  nasty,  and  I  had  a  tough  time  with 
him.  He  thinks  that  anything  he  sends  in  should  be  good  and  gets  quite 
put  out  when  I  won't  accept  some  of  his  applications. 

Lyons:    Does  he  sell  on  our  contract  terms? 

Pantel:  These  people  had  title  to  the  place,  but  I'm  sure  that 
he  has  often  sold  to  people  who  are  short-term  renters. 

Lyons:    Are  you  secure  on  this  deal,  Jack? 

Pantel:  No,  it  was  just  an  ordinary  FHA  loan.  There  was  no 
security.  It  was  a  note  for  the  material  only. 

Lyons:  How  many  more  have  you  got  like  this?  (Thumbs  through 
file.)  These  look  like  really  sick  notes. 

Pantel:    Well,  there  are  about  13  or  14  of  them  altogether. 

Lyons:    We  just  can't  file  that  number  of  claims! 

Pantel:  Well,  I  can  go  over  them  pretty  carefully  and  see  if 
there  is  any  income  at  all  to  see  if  we  could  rewrite  them.  I  had  a 
talk  with  one  of  these  delinquents,  Mr.  Frank  Raymos.  His  long  sad 
story  added  up  to  the  fact  that  he  was  actually  bankrupt.  There  was 
really  no  chance  of  rewriting  there. 

^Ly^ns:  Somewhere  along  the  line  we've  written  some  lousy  credit 
on  this  aeaT,  Jack. 

PATTTELT^YeTTT  .  you're  right. 

Lyons:  How  much  of  this  is  new  construction?  [There  was  a 
regulation  which  prevented  FHA  loans  on  newly  constructed  houses.] 

Pantel:  I've  got  a  suspicion  that  quite  a  bit  of  it  is  new  construc- 
tion. 

Lyons:    How  about  getting  some  photographs  of  it? 
Pantel:    Whenever  I  ask  him,  he  comes  back  with  a  good-look- 
ing photograph  that  shows  the  new  addition  on  an  old  house. 
Lyons:    Are  these  identified? 

Pantel:    Well,  no,  there  is  no  way  we  can  identify  them. 
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Lyons:    It  could  have  been  the  house  next  door,  then? 
Paxtel:    Yes.  it  could  have. 

Lyons:  This  dealer,  Birks,  has  reallv  stirred  up  some  mud  for  us. 
Does  he  know  that  as  soon  as  the  FHA  investigates  all  his  claims, 
he'll  be  in  red-hot  water? 

Paxtel:  Yes.  I've  told  him  that  if  we  get  together  with  some 
of  the  other  people  who  are  financing  his  deals  and  throw  in  all  our 
claims  together,  he'll  be  in  real  trouble.  Even-  time  I  talk  to  him, 
though,  he  says  he's  dismissed  the  salesmen  responsible  and  claims  to 
be  cleaning  up  the  situation. 

Lyons:    Buck  passing!  That's  all  that  is! 

Paxtel:  Do  you  think  we  should  go  ahead  and  get  all  the  evi- 
dence we  can  and  talk  over  this  thing  with  the  FHA? 

Lyons:  We  can't  claim  this  stuff  in  the  regular  way.  It  will  shoot 
our  claim  ratio  far  too  high.  We'll  have  to  sue  on  this.  Jack.  You 
better  get  the  deaier  pinned  down  as  tight  as  vou  can.  Is  he  aware 
of  what  is  going  on  here  and  what  this  is  going  to  do  to  his  business? 

Paxtel:  I  don't  know  just  what  his  operation  is  up  to.  I  think 
we  should  go  out  and  talk  to  some  of  these  note  makers. 

Lyons:    Are  thev  all  in  one  particular  area? 

Paxtel:  Roughly. 

Lyons:  You  want  me  to  drive  down  towards  Louisville  with  vou 
then?  Sure,  that  would  be  a  good  idea.  I'd  like  to  have  a  look. 

Paxtel:  Without  several  of  these  problem  dealers,  our  delinquen- 
cies ratio  would  be  down  below  2' --. 


Lyons:  By  the  way.  this  reminds  me  of  a  point  I  wanted  to  ask 
you.  How  close  are  you  to  the  FHA  representative  in  town  here? 

Paxtel:    Well,  reallv  I  don't  know  him  at  all. 

Lyoxs:  You  should  get  well  acquainted  with  him.  On  some  of 
these  rotten  deals  if  the  dealer  refuses  to  buv  the  note  back,  just  go 
straight  to  FHA  and  tell  the  dealer  your  intentions.  -  When  I  was  in 
Washington,  the  assistant  commissioner  of  the  Federal  Housing  Ad- 
ministration told  me  to  do  this,  so  vou  should  feel  perfectlv  free. 

Paxtel:  Well,  on  this  dealer  Birks  I  got  affidavits  from  the  occu- 
pants of  three  houses  that  the  houses  were  brand  new. 

Lyoxs:  And  this  guy  still  tried  to  give  vou  trouble  and  wouldn't 
buy  back  the  note? 

Paxtel:    That's  right. 

Lyoxs:    Well.  I'm  all  for  getting  the  case  together  right  now  and 
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going  out  ro  confront  this  dealer  with  the  whole  situation.  We've  got 
to  call  this  guy's  hand.  If  he  wants  a  full-dress  rehearsal  before  the 
FHA,  we'll  be  glad  to  oblige  him.  He's  going  to  get  it,  that's  for  sure. 
He  should  have  repurchased  all  this  crap  long  ago  because  he  has 
broken  our  warranty  and  has  given  us  ineligible  deals. 

Pantel:  It's  a  ticklish  situation,  and  I  didn't  want  to  cause  a  crisis. 
I  think  he  may  have  some  very  worthwhile  business  for  us  in  the 
future,  and  I  wanted  to  stay  with  him  to  see  what  we  could  do. 

Lyons:    That's  okay,  I  see  your  point  on  that. 

Paxtel:  I  should  have  talked  to  the  note  makers  in  the  first  six 
cases  where  I  suspected  trouble.  Do  you  think  we  might  be  in  trouble 
if  we  riled  claims  on  them  now? 

Lyons:  No,  I'd  worry  only  if  we  had  had  knowledge  all  along  of 
what  was  going  on  in  a  situation  like  this. 

Pantel:    Well,  I've  got  the  sworn  affidavit  now. 

Lyons:  Oh,  well,  that  doesn't  matter.  What  counts  here  is  how  the 
situation  was  back  when  we  bought  the  note,  and  you  say  that  we 
didn't  know  then. 

Pantel:    Oh  no,  I  didn't  know  what  the  dealer  was  up  to  then. 

Lyons:  Well,  this  is  the  big  reason  why  we  want  every  branch 
manager  in  our  organization  to  get  close  to  the  FHA  representative  in 
his  district.  If  you  could  stop  in  and  tell  him  about  the  situations  as 
they  develop,  and  what  you  suspect,  we'd  have  no  trouble  in  getting 
ourselves  on  the  right  side  of  FHA.  They  know  we  are  trying  to  clear 
out  the  rascals.  Tip  off  the  state  supervisor  if  you  have  to.  Get  him 
in  early  in  the  game.  When  you're  operating  this  close  with  the  FHA 
people,  it  will  get  around  to  dealers  and  give  them  a  real  scare.  I've 
seen  it  work  beautifully  before. 

Pantel:  Well,  I  can  get  Mr.  Sanford  (a  mutual  friend  of  the 
FHA  district  director  and  Mr.  Pantel)  to  go  over  with  me.  We  can 
have  lunch  with  him. 

Lyons:  I'll  go  with  you,  Jack.  There's  no  strain  there.  The  FHA 
in  Washington  urged  me  to  feel  free  to  do  this  in  every  city.  We'll 
go  over  and  see  him  this  trip  and  establish  a  relationship.  We  can  lav 
these  cookies  right  in  the  aisle  where  they  belong.  I'm  really  getting 
sick  of  hearing  this  same  old  song  over  and  over  again. 

Pantel:  The  thing  that  makes  me  mad  about  the  whole  situa- 
tion is  that  we've  tried  to  give  this  fellow  a  break  on  a  number 
of  instances.  We've  given  him  recommendations  and  gone  to  extra 
trouble  to  hurry  up  deals  for  him.  All  the  time  we  were  trying  to 
do  this,  he  was  trying  to  cut  our  throats. 
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Lyons:  If  you  want,  we  could  call  him  up  tomorrow.  Use  me 
as  an  excuse.  Tell  him  the  vice  president  from  the  home  office  is 
here,  and  that  we  are  going  together  to  see  the  FHA  about  the  whole 
thing.  If  he  is  still  ornery,  and  won't  talk  business  with  us,  we'll  go 
straight  over  to  the  FHA  and  talk  to  the  district  representative.  If 
he  doesn't  come  across,  we'll  have  to  sue  him  for  breach  of  contract. 

Pantel:  Well,  now,  wait  a  minute.  We  haven't  formally  can- 
celed our  agreement  in  writing. 

Lyons:  We  don't  have  to  file  a  formal  notification  of  cancellation 
of  contracts.  Anyone  knows  that  if  we  just  knock  down  his  deals  as 
they  come  in,  this  is  a  cancellation  to  all  practical  purposes.  We'll 
clean  this  up  tomorrow  when  we  have  some  more  time. 

^ 

Any  questions  on  the  quarterly  report?  [A  summary  of  most  of  the 
things  that  they  had  been  talking  about  earlier:  figures  on  volume, 
delinquencies,  claims,  etc.] 

Pantel:  Well,  I  think  you  should  know  that  some  of  these  sore 
spots  are  going  to  remain  sore.  I've  been  watching  them  as  closely  as 
I  can,  and,  frankly,  I  see  nothing  I  can  do  about  them.  A  lot  of  these 
things,  you  know,  Bob,  we've  just  got  to  watch,  and  although  you 
fellows  pick  them  up  on  your  statements,  we're  on  top  of  them  here 
too  and  can't  do  anything  about  them  in  a  rapid-fire  manner. 

Lyons:  That's  right,  we  know  you're  on  top  of  things  here,  but 
we'd  like  you  to  know  though  that  we're  watching  this  situation  too 
and  would  like  to  be  of  help  to  you  if  we  can. 

#    #    #    #  # 

They  took  time  off  for  lunch  where  conversation  was  not  related 
to  business.  Afterwards,  their  discussion  continued: 

Lyons:  Weren't  we  talking  about  the  FHA?  Let's  backtrack  here 
a  bit  because  I  want  to  give  you  some  background  on  our  thinking 
about  FHA.  We  have  been  forced  more  and  more  into  taking  drastic 
steps  in  controlling  branch-dealer  relationships. 

Because  National  Finance  Company  is  one  of  the  biggest  lenders 
under  the  FHA,  our  operations  naturally  get  close  scrutiny.  In  addi- 
tion, we  have  to  live  with  FHA  because  the  bankers  on  whom  we 
depend  for  credit  would  take  a  dim  view  of  us  unless  a  reasonable 
percentage  of  our  business  was  insured. 

At  present,  in  the  home  office,  we're  negotiating  with  a  big  in- 
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surance  company,  and  we're  studying  its  operation  closely.  Being  able 
to  operate  with  someone  on  this  basis  would  provide  much  more  flexi- 
bility. However,  this  company's  rates  are  too  high  at  present,  and  there 
are  several  problems  involving  absorption  of  losses.  This  all  adds  up  to 
the  fact  that  we'll  have  to  live  with  FHA  for  some  time  to  come.  Our 
operations  are  not  only  going  to  have  to  look  right  but  they  are  going 
to  have  to  be  right  if  we're  going  to  get  along  with  FHA  people. 

They  have  contended  from  the  very  beginning  that  our  offices  were 
too  far  from  the  home  base.  They  say  we  can't  have  proper  control 
over  what's  going  on  in  our  business  from  the  home  office.  Our  argu- 
ment to  that,  of  course,  is  that  we  are  specialists  and  that  we  service 
the  business  adequately  regardless  of  the  distance  from  our  head  office 
to  any  branch  office. 

They  als6xhave  thrown  in  questions  asking  about  NFC's  activities 
with  many  dealers^  They  claim  that  we  should  control  activities  of 
unscrupulous  dealers  much  more  closely  than  we  do.  Our  case  files 
satisfy  me,  and  I'm  sure  they  would  any  other  impartial  observer,  that 
we  do  a  better  job  than  banks  do  in  controlling  unscrupulous  dealers. 
Though,  I've  got  to  admit  that  when  I  go  to  Washington  to  see  the 
assistant  commissioner,  he  pulls  out  a  lot  of  files  with  cases  that  I  can't 
explain.  Because  of  this  whole  situation,  FHA  is  bringing  real  pres- 
sure to  bear  on  us  to  refine  our  dealers'  sources. 

In  a  way,  you  can't  blame  them  because  the  FHA  organization  in 
turn  receives  pressure  from  Congress.  It  used  to  be  that  once  or  twice 
every  week  letters  would  come  to  the  FHA  from  congressmen  regard- 
ing the  operation  of  unscrupulous  dealers.  The  congressman  always 
wanted  to  know  why  nothing  was  done  about  such  situations. 

However,  in  the  last  several  months  there  has  been  an  increasing 
volume  of  such  correspondence.  Recently,  as  a  result  of  a  particularly 
bad  situation  in  Texas,  a  delegation  from  the  hill  went  down  to  the 
FHA  office  and  confronted  the  commissioner  with  the  charge  that  FHA 
fosters  cheap  contractors  and  connives  with  unscrupulous  lenders.  Be- 
hind all  this,  of  course,  was  the  implication  that  FHA  should  be  abol- 
ished. 

This  living-room  racketeer  business  has  gone  a  long  way;  it's 
heavy,  and  I'd  be  the  first  one  to  admit  that  there  are  a  great  many 
swindles,  but  still,  you  can't  pin  this  onto  us  and  other  lending  com- 
panies. This  is  strictly  a  dealer  problem,  but  we  have  to  take  care  to 
see  that  we  are  clear  of  any  blame.  By  the  time  a  loan  gets  through 
FHA  for  insurance,  they  can't  investigate  the  note  the  way  they'd  like 
to  do,  either.  Maybe  this  background  explanation  will  give  you  an  idea 
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why  new  FHA  regulations  are  being  brought  out  with  more  dealer 
restrictions.  You  can  see  our  position  as  a  company  in  regard  to  this. 

Claim  filing  is  another  field  where  drastic  changes  have  been 
brought  about  by  FHA.  They  used  to  be  okay  in  paying  claims,  but 
we  find  that  now  more  and  more  claims  are  'coming  back  to  us  for 
trivial  checks  on  details.  Lately,  in  addition  to  the  claims  being  re- 
turned for  further  clarification,  we  have  actually  had  claims  sent  back 
to  us  for  repurchase. 

In  one  of  our  offices,  an  FHA  investigator  found  out  that  an  un- 
scrupulous dealer  had  been  operating  with  the  knowledge  of  the 
branch  manager.  The  branch  manager  had  not  told  us  all  that  he  knew 
about  the  particular  claim  filed,  and  when  the  FHA  investigated  and 
uncovered  the  actual  facts  of  the  situation,  they  simply  wrote  a  note 
saying,  "Because  this  claim  was  a  result  of  a  situation  of  which  your 
people  were  fully  aware,  please  return  our  money." 

If  you  have  any  situation  similar  to  this  one,  file  it  with  the  head 
office  and  take  a  loss  as  an  object  lesson.  Dick  Hersey  really  got  it 
in  Washington  and  was  plenty  mad  when  he  got  back.  Til  never 
criticize  a  manager  who  tells  me  what's  going  on,"  he  said,  "but  when 
facts  are  held  back,  it's  going  to  be  difficult  for  him."  The  manager 
who  had  known  what  was  going  on  got  a  blistering  letter  from  Hersey. 
If  you  know  of  any  examples  of  the  model  home,  "souped"  up  credit 
reports,  inflated  income  information  on  the  application,  or  decreased 
claims  on  the  applicant's  income,  be  sure  to  let  us  know.  This  really 
burned  us,  and  we  want  to  prevent  it  from  ever  happening  again. 

Remember  that  when  a  claim  goes  through,  the  whole  thing  isn't 
all  over,  just  because  we  get  the  money.  The  burden  is  on  NFC  as 
a  lender  to  prove  that  the  claim  is  a  valid  one.  From  now  on,  we 
are  going  to  have  to  have  real  claims  when  we  file  them  with'  the 
FHA. 

To  get  a  release  on  the  claim  file,  we're  going  to  have  to  have 
quite  a  bit  more  information  now,  too.  You  can't  tell  them  all  the 
things  I'm  telling  you,  but  be  sure  to  examine  the  whole  situation  as 
carefully  as  you  can.  Particularly  important  is  the  recording  of  all 
information  regarding  collection  techniques.  We'll  have  to  keep  care- 
ful track  of  what  we've  done  to  go  about  collecting  any  particular 
accounts. 

Now  don't  let  me  scare  you  by  this.  It  doesn't  mean  that  we're  go- 
ing to  have  to  start  backtracking  and  picking  up  a  lot  of  details  that 
really  aren't  important.  But  we've  got  to  have  enough  information 
to  prevent  embarrassment  by  the  head  office  on  claims  that  FHA  re- 
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turns.  The  FHA  has  field  representatives  who  check  ciosely  on  these 
things.  They  go  into  a  great  deal  of  detail  to  find  out  what  dealers 
do  in  these  situations. 

Another  thing  that  is  going  to  affect  us  as  far  as  FHA  operations 
go  is  that  the  FHA  budget  has  been  increased.  The  assistant  com- 
missioner told  me  that  this  meant  they  were  going  to  hire  more  in- 
spectors and  get  a  bigger  legal  staff.  This  is  significant  because  it 
means  there  will  be  a  more  minute  examination  of  our  files. 

Pantel:  I  can  see  FHA's  point.  In  many  cases  the  responsibility 
for  this  rests  with  the  manager.  I've  always  made  it  a  policy  here  to  try 
and  find  out  how  the  dealers  do  their  selling  by  making  personal  calls 
on  their  customers. 

Lyons  :  That's  right,  but  these  FHA  fellows  will  come  in  and  con- 
front me  with  files  that  have  been  hand-picked  from  10,000-12,000 
different  accounts.  They  always  claim  they're  a  random  sample,  but 
I  simply  can't  believe  this.  Those  fellows  will  search  for  straws  to 
try  to  prove  that  we  are  slipping  up. 

We've  agreed  to  make  personal  calls  on  every  FHA  claim  file  ex- 
cept where  information  in  the  file  proves  that  a  personal  call  will  be 
futile.  There's  going  to  be  increasing  vigilance  on  the  part  of  FHA  on 
this  point.  This  is  okay  by  us.  We're  all  for  better  controls,  but  we 
want  to  make  sure  we  show  up  well  in  FHA's  eyes. 

#ySJf  .AA.  J£  .AA- 
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At  this  point  Mr.  Pantel  was  called  to  the  phone  and  Mr.  Lyons 
turned  to  talk  to  John  Scott: 

Lyons:  I  find  my  job  a  big  headache  at  times,  and  yet  it's  satis- 
fying in  many  ways.  I  love  collection  work.  I  had  a  great  time  in 
Davenport  when  I  was  there,  trying  to  get  to  the  bottom  of  this  collec- 
tion problem  and  straighten  it  out.  It's  actually  intriguing  to  me  to  try 
to  break  a  delinquent  account.  In  this  business  it's  easy  to  give  it  out, 
but  to  get  the  money  back  at  a  profit  is  the  real  problem,  and  this  is 
what  has  to  be  done  to  keep  up  the  business.  I  used  to  have  a  great 
time  trying  to  locate  "skips."10  [At  this  point,  Mr.  Pantel  returned.] 

Pantel:  We  have  a  woman  here  in  town  who  runs  a  credit  report 
agency;  she  traces  skips  for  me  in  the  most  careful  way.  I  don't  think 
I've  given  her  one  case  she  hasn't  been  able  to  locate  so  far.  I've 
found  that  cases  we  give  to  agencies  are  seldom  collected.  Such  a  com- 


10  Customers  who  take  a  loan  and  travel  to  another  place,  taking  great  efforts  to  cover  up 
their  tracks  so  that  creditors  cannot  locate  them. 
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prehensive  job  is  done  here  in  the  office  in  trying  to  collect  an  ac- 
count that  by  the  time  we  assign  it  to  an  attorney  or  hand  it  over 
to  an  agency,  there's  hardly  any  chance  at  all  of  collecting. 

Lyons:  Well,  you  can't  collect  them  all  every  time.  That  reminds 
me,  I  was  wondering  what  kind  of  attorney  arrangements  you  have 
here  in  the  office? 

Pantel:  Well,  I've  got  several  arrangements.  The  contracts  of 
fees  are  based,  of  course,  on  the  Lawyer's  Guild  standards. 

Lyons:  What  attorneys  are  there  in  the  area?  Have  you  ever 
checked  with  Tom  Fulger,  our  counsel  in  the  home  office,  for  his  list 
of  approved  local  attorneys? 

Pantel:    No,  I've  never  seen  any  such  list. 

Lyons:    Let's  see  your  attorney  file — may  I? 

Pantel:  (Gets  file,  hands  it  to  Mr.  Lyons.)  There  are  several 
in  there  we  have  agreements  with.  I  think  we've  got  five  in  all.  A 
couple  are  here  in  Cincinnati,  and  then  I  try  to  have  attorneys  at  our 
business  centers  so  that  close  attention  can  be  given  the  delinquencies 
we  hand  over  to  them. 

Lyons:  These  prices  look  awfully  high.  This  guy  is  charging  you 
S3. 00  just  for  writing  a  letter.  What  is  their  charge  scale? 

Pantel:  Well,  I  forget  just  exactly  what  the  scale  is,  but  I  think 
it  is  something  like  50^c  on  the  first  S10,  45 of  S20,  40^c  of  $30, 
30%  of  S40,  about  25%  of  anything  between  $40  and  S100,  and  then 
20^c  of  anything  over  $100.  ' 

Lyons:  Wow!  That's  really  soaking  you!  You  say  that  those  fees 
are  established  by  the  Lawyer's  Guild? 

Pantel:  Yes,  there's  nothing  we  can  do  about  it.  When  I  con- 
tacted each  of  these  attorneys,  I  sent  the  standard  company  letter  out- 
lining our  usual  rate  of  payment,  but  each  letter  came  back  saying  that 
they  could  not  accept  business  under  this  payment  schedule  and  en- 
closed a  copy  of  the  Lawyer's  Guild  payment  schedule. 

Lyons:  Well,  there  are  several  ways  of  handling  this.  Where  an 
account  goes  sour  and  you  don't  think  you  can  do  anything  more  in 
the  office,  you  don't  necessarily  have  to  turn  it  over  to  an  attorney. 
Have  you  ever  tried  to  use  the  J.P.  (justice  of  the  peace)  around 
here?  This  isn't  a  common  practice,  but  you'll  find  in  many  smaller 
towns  that  J.P.'s  have  to  depend  on  fees.  They  are  usually  quite  a  bit 
less  expensive  than  an  attorney's.  We've  also  had  very  good  luck  using 
constables  in  some  localities.  It  makes  quite  an  impression  on  a  person 
to  have  the  local  constable  march  up  to  the  front  door  and  inquire. 
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Pantel:  This  may  be  good,  but  you  can't  get  a  judgment  short 
of  fees,  can  you? 

Lyons:  Oh  no,  these  fellows  could  never  appear  in  court  for  you, 
but  they  have  the  big  advantage  of  being  able  to  get  a  pretty  accurate 
story  of  what  happened. 

Another  way  you  might  try  is  the  Railway  Express  Agency.  This 
doesn't  seem  to  be  used  much  these  days.  I  think  the  use  of  it  fell  off 
during  the  war  when  the  agents  were  so  busy  they  couldn't  handle 
this  kind  of  work.  As  far  as  I  know,  however,  the  Railway  Express 
agents  still  offer  their  services;  you  could  inquire  at  the  local  office. 
They  are  usually  much  cheaper  because  they  work  through  local  depot 
agents.  They'll  usually  give  you  the  story,  too.  These  are  just  sugges- 
tions. 

Pantel  :  Well,  my  philosophy  has  been  that  you've  got  to  go  out 
and  do  the  collection  work  yourself. 

Lyons:  That's  true,  but  nevertheless,  I'd  like  you  to  get  set  with 
some  outside  help  for  your  collection  drive  before  the  holidays. 

Pantel:    We  found  that  collection  agencies  weren't  too  hot. 

Lyons:  From  our  standpoint  we  found  that  they  vary  a  lot  with 
area  practice.  In  some  places  you've  got  really  good  collection  agencies, 
and  in  others  they  don't  do  a  job  at  all. 

Pantel:    We  found  them  far  too  expensive  here. 

Lyons:  You  can  make  especially  good  use  of  them  on  charge-offs. 
They'll  often  get  the  money,  and  they  follow  up  with  aggressive  con- 
sistent contacts.  You've  got  to  watch  them  closely  though,  and  this 
goes  especially  for  attorneys  too.  We  found  cases  where  a  file  would 
lie  from  six  months  to  one  year  in  an  attorney's  or  a  collection  agency's 
office  with  no  contacts  made.  Unless  a  case  goes  on  the  docket,  make 
sure  it's  followed  up  at  least  once  every  30  days.  A  case  may  as  well 
lie  in  your  files  as  in  an  attorney's.  I  suggest  you  turn  over  all  your 
real  "turkeys"  to  a  collection  agency  of  some  kind.  Give  them  to  high- 
price  collection  agencies  that  charge  anything  up  to  50%  or  60%. 
Anything  we  can  get  out  at  that  point  is  gravy,  so  we're  glad  to  pay 
a  high  price. 

Pantel:    You  can't  always  use  a  collection  agency,  though. 

Lyons:  No,  I  ag  ree.  Use  collection  agencies  on  smaller  accounts 
where  it's  more  a  routine  collection  problem.  As  a  rule,  I  would  rec- 
ommend that  this  more  expensive  kind  of  activity,  through  collec- 
tion agencies,  be  restricted  to  accounts  around  $200  or  under,  that 
have  already  been  given  up. 
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Pantel:  Lately,  if  you'll  notice,  we've  been  running  about  $2,000 
per  month  on  recovery  on  charge-offs. 

Lyons:  Well,  this  is  good,  but  are  you  sure  you're  following  the 
company's  charge-off  policy?  If  you  can  continue  to  get  more  recoveries 
over  charge-offs,  we're  all  for  it,  but  don't  you  think  this  might  indi- 
cate you're  charging  off  too  many  delinquent  notes? 

Pantel:  Well,  we're  new  at  it  here,  and  I  don't  doubt  that  maybe 
we  charge  some  things  off  too  quickly.  I  like  to  do  it,  though,  because 
when  there's  a  good  chance  we  can't  collect  an  account,  it  gives  a  more 
conservative  picture  in  our  operation  if  we  charge  it  off. 

Lyons:  I'd  like  to  clarify  this  situation  a  bit.  I  feel  that  it  might 
be  the  fault  of  the  home  office  in  issuing  Bulletin  No.  513.  [This 
bulletin  had  to  do  with  charge-off  policy.}  We  may  have  given  the 
idea  that  there  was  a  lot  of  latitude  in  determining  when  an  account 
should  be  abandoned.  Soon  after  we  sent  that  bulletin  out,  we  had  a 
flood  of  hasty  charge-offs.  As  a  result  of  this  we  revised  our  thinking 
in  the  home  office,  and  we  now  agree  on  a  new  position  in  this  regard. 
As  a  general  rule  from  now  on,  we  are  setting  up  a  policy  of  no 
abandonment  or  charge-offs  unless  ( 1 )  our  legal  rights  in  the  situa- 
tion have  expired,  or  (2)  the  borrower  has  deceased  leaving  his  estate 
to  his  widow  who  is  a  county  charge,  or  (3)  bankruptcy.  In  any  of 
these  cases  we  figure  that  a  settlement  on  a  compromise  basis  is  the 
best  we  can  do  to  keep  losses  to  a  minimum.  Does  this  explain  our 
new  policy  enough  for  you? 

Pantel:  I  think  I  understand  it  well  enough.  In  the  back  of 
my  mind  our  own  charge-off  policy  here  in  Cincinnati  has  always  been 
more  careful  than  that  given  out  in  the  bulletin  anyway.  The  manager 
still  has  to  submit  all  the  facts,  I  suppose.  If  you  notice,  in  my  corre- 
spondence with  the  home  office,  I  usually  ask  about  most  of  the  charge- 
offs.  I  don't  like  to  do  it  on  my  own.  Will  there  be  a  new  release  on 
this? 

Lyons:  No,  I'm  covering  this  point  with  each  manager  in  this 
swing  around  the  branches. 

*    *    #    #  # 

Pantel:  I've  got  a  question  on  Regulation  K  (FHA  regulation 
concerning  histories  of  accounts  on  which  claims  were  filed).  Are  you 
sticking  closely  to  our  company  policy  now? 

Lyons:    No,  not  any  more. 

Pantel:    No  histories  any  more? 

Lyons:    Well,  we  want  you  to  keep  them,  but  we  don't  want  them 
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to  be  filed  in  the  official  claim  going  to  FHA.  If  you  do  file  them, 
the  claim  department  in  the  home  office  will  simply  take  them  out, 
and  there's  a  greater  chance  of  losing  them. 

#    #    #    #  # 

Pantel:  Here's  something  that  I  picked  up  the  other  day;  I 
wondered  if  you  had  seen  any  of  these  around  the  country  lately. 
(Hands  Mr.  Lyons  maps  of  Cincinnati  in  which  the  distribution  of 
population  by  racial  and  foreign  groups  was  marked  out.  These  in- 
cluded such  groups  as  Negroes,  Chinese,  Italians,  Poles,  Czechoslova- 
kians,  and  Hungarians.) 

Lyons:    This  is  good.  Where  did  you  pick  these  up? 

Pantel  :  Well,  we've  had  a  lot  of  trouble  with  Negro  risks  around 
here,  and  we  think  it  important  that  we  know  just  where  certain  types 
of  population  are  likely  to  be  congregated. 

Lyons:    Very  good!  How  much  did  these  cost? 

Pantel:  One  dollar  each,  and  I've  got  nine  of  them  here,  as  you 
can  see.  Do  you  think  they  might  have  them  for  any  other  districts 
in  the  country?  They're  taken  from  the  census  study,  you  know. 

Lyons:  I  don't  know.  I'll  have  to  check  on  this  and  see  if  we  can 
get  them  for  some  of  the  other  managers.  These  are  very  helpful. 

At  this  point  Mr.  Pantel  was  called  out  again.  Mr.  Lyons  turned  to 
John  Scott  and  said: 

Lyons:  We  in  the  home  office  try  to  keep  each  manager  in- 
formed of  what  is  going  on  in  his  territory.  Because  we  can't  hope  to 
do  all  this  work  personally,  in  many  cases  we  send  out  releases  to  the 
managers  which  we  hope  will  help  them  in  their  operations.  We  have 
close  knowledge  as  to  what  is  going  on  in  Washington,  FHA,  and 
other  departments  affecting  our  operations,  and  we  try  to  keep  tab  on 
this  and  bring  everyone  in  our  organization  up  to  date  on  the  latest 
developments.  [Mr.  Pantel  returned.] 

!X»     ^     ^     ^  ^ 
Lyons:    Let's  get  into  volume  now,  Jack. 

Pantel:  (Going  into  his  desk,  he  pulled  out  some  ten-column 
tabulating  paper  on  which  he  had  some  penciled  notes.)  My  latest 
record  shows  us  about  $130,000  behind  on  this  year. 

Lyons:    You're  that  much  behind,  eh? 

Pantel:    That's  right. 

Lyons:  (Looks  in  his  own  records  from  home  office.)  Let's  see 
now  just  how  we  stand  here. 
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Paxtel:    \Te  were  about  590,000  behind  in  September. 

Lyons.    Yeah,  these  figures  seem  to  check  with  yours. 

Paxtel:  What  have  you  got  for  September  there?  That  checks 
with  me  exactlr.  You  can  see  September  is  down  as  a  result  of  accumu- 
lating deficits  during  July,  August,  and  September.  October  took  a  real 
dip  and  is  down  more.  That  accounts  for  the  bad  drop  for  the  whole 

Lyons:    How  do  you  think  tou'11  finkh  up  for  the  year? 

Paxtel:  Oh.  about  1.7  million  or  1.8  million  probably.  Certain 
accounts  are  down  badlv.  One  lumber  dealer,  for  instance,  and  two  or 
three  irrigator  acconnrs  were  down  about  $500,000  this  rear.  This 
loss  has  been  mainly  on  applicators.  Business  here  is  made  up  about 
45'^-  applicators.  30^7  lumber  dealers,  and  2  5  %  plumbing,  heating, 
and  miscellarier-as  aealers. 

Lyoxs  :  You  seem  to  be  45  ^  or  a  little  better  on  applicator  dealers. 
This  is  a  better  ratio  than  you  eyer  had  before. 

Paxtel:  Yes.  and  on  top  of  that  we've  had  a  better  increase  in 
percentage  on  uninsured — from  l_rr  to  25^-. 

Lyoxs:  ^~ell.  that's  still  below  the  companv  ayerage  of  about 
32  rrr  im insured.  There  is  no  criticism  meant  there,  though.  It's  just 

Paxtel:  This  will  be  better  in  the  future,  though.  I  know  that 
we  nave  a  trend  s:arrea  here.  WeVe  swung  three  lumber  accounts 
and  miTr«e  another  into  this  special  dealer  participation  program. 

Paxtel:    Let's  see  here.  The  90-and-oyer  category  is  quite  a  bit 

I  want  to  haye  it  in,  then  I'll  be  able  to  follow  this  eyen  more  closely 

Lyoxs:  That'll  be  a  big  improyement  for  you,  won't  it?  How 
many  claims  in  the  last  month? 

Paxtel:    I  don't  know  offhand. 

Lyoxs:    How  did  you  do  for  the  quarter,  then? 

Paxtel:  \TelL  I  know  our  average  filing  was  high,  and  I'm  afraid 
it's  going  to  get  a  little  worse.  IVe  just  now  caught  up  on  the  tricks 
some  of  these  dealers  haye  been  pulling,  and.  as  I  said  this  morning. 
I  think  we're  going  to  be  in  tough  shape  on  quite  a  few  notes. 

Lyoxs:  I  wanted  to  mention  something  that  I've  observed  in  some 
of  your  correspondence  that  I  wish  vou  would  considet  seriously.  It's 
the  fact  that  we've  found  you  used  retail  credit  reports  several  times. 
These  are  no  good  for  our  purposes.  Thev  don't  get  trade  information. 
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and  only  a  few  of  the  offices  giving  this  kind  of  report  do  a  good  check- 
ing job.  They  very  seldom  issue  a  derogatory  credit  report  because  they 
have  no  way  of  getting  the  information  we  need  to  show  up  a  poor  risk. 

You  may  run  into  a  dealer  problem  in  this,  but  all  we  can  do  is 
tell  the  dealer  in  a  nice  way  that  retail  credit  reports  are  no  good 
for  our  purposes.  I've  seen  a  lot  that  have  definitely  been  rigged. 
You'd  be  surprised  how  these  city  slicker  salesmen  operate.  They  get 
close  to  a  girl  in  the  bureau  and  show  her  a  terrific  time.  We  even 
found  cases  where  salesmen  were  running  around  with  the  local 
credit  office  clerks.  These  small  town  country  offices  have  got  to  be 
watched  every  minute.  Even  the  manager  can  be  bought.  Actually, 
this  goes  for  every  kind  of  credit  report.  I  can't  stress  how  careful 
you  have  to  be  about  what's  going  on. 

Pantel:  Well,  I've  got  a  regular  procedure  of  cross-checking  on 
the  different  credit  bureaus  in  town. 

Lyons:  That's  good.  That's  the  kind  of  thing  were  looking  for. 
Take  some  applications  over  yourself.  That's  a  good  way  to  look  over 
the  place  and  find  out  what  kind  of  an  oganizatiron  the  local  office 
is.  On  any  national  credit  bureau,  write  to  the  head  office  and  find 
out  what  kind  of  policing  they  have  over  local  offices.  There  are  many 
ways  in  which  you  can  check  on  what  is  going  on  and  find  out  whether 
their  reports  are  worth  the  paper  they're  written  on. 

Pantel  :  Well,  I  think  we've  got  a  pretty  reputable  bunch  of  peo- 
ple around  here.  I  haven't  had  too  much  trouble  like  that. 

Lyons  :  Well,  now  wait  a  minute,  I'm  not  accusing  all  credit  report 
dealers  of  being  crooked;  it's  just  that  we've  run  into  a  few  situations 
around  here  and  from  St.  Louis  and  Baltimore  in  particular  where  we 
were  getting  a  high  percentage  of  rigged  reports. 

Pantel:    Sure,  I'll  watch  for  it. 

^*  ^ 

Lyons:  Jack,  I  noticed  in  one  of  your  letters  to  the  home  office 
that  you  seem  to  be  dissatisfied  with  our  credit  policv  on  Negroes. 

Pantel:  That's  right.  I  really  disagree  strongly  with  your  policy 
on  Negro  risks.  It  seems  to  me  that  you  fellows  in  the  home  office 
put  away  entirely  any  power  we  had  to  pass  credit  to  Negroes,  Mexi- 
cans, and  Indians.  {Gets  letter  in  which  this  policy  was  outlined  for 
branches.)  I  think  you  fellows  were  far  too  specific  there.  I've  also 
had  difficulty  in  accepting  some  of  your  ideas  about  age  limits  and 
job  classifications,  too. 

Lyons:    Wait  a  minute  now.  Before  we  go  any  further,  you  show 
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me  where  we  used  the  word  "reject"  in  regard  to  any  kind  of  deal 
anywhere.  We  wanted  to  leave  the  final  responsibility  with  you  man- 
agers, but  we've  done  some  very  definite  thinking  on  this.  Let's  go 
into  some  of  our  historical  reasons  for  this.  We  have  known  for  sure 
that  certain  races  were  hazardous  credit  risks.  If  I  took  you  back  to 
Chicago  with  me  and  sat  you  down  at  our  claims  desk,  I'll  bet  you  that 
inside  of  two  weeks  you'd  never  pass  another  Negro  risk. 

Pantel:  Yes,  but  does  that  mean  that  we  have  to  reject  every 
risk  in  these  outlawed  classifications?  That  seems  pretty  arbitrary 
to  me. 

Lyons:  Well,  all  we  want  you  to  do  is  think  about  this.  You 
can  loan  money  to  these  people,  but  I  think  that  we  mention  in  there 
specifically  that  we  have  to  have  security. 

Pantel:  You  made  this  so  rigid  and  specific  that  I  have  turned 
down  business  I  thought  was  good. 

Lyons:  We  had  reasons  for  this.  You  know  that  we've  had  a 
policy  of  no  home  office  dictation  to  branches.  We  assume  that  you 
are  capable  of  thinking  or  we  wouldn't  have  you  in  your  job.  But  we 
know,  and  have  proven,  that  Negro  risks  are  unprofitable,  and  some 
managers  seem  to  be  very  weak  in  analyzing  this  situation.  We  simply 
can't  give  these  people  over  $700  or  $800.  But  let  me  say  that  we 
have  found  a  difference  between  a  southern  and  northern  Negro.  If 
you  think  the  applications  look  good,  we  have  no  objection  to  your 
writing  some  Negro  paper,  but  it  must  be  on  a  secured  basis. 

Pantel  :  Well,  it  wasn't  clear  from  this  release.  I've  turned  down 
what  looked  like  good  deals  here. 

Lyons:  Well,  we  made  it  strong  purposely.  There  are  some  man- 
agers that  we  just  can't  get  to  think  in  the  same  way  we  do. 

Pantel  :  I  lost  one  dealer  through  this.  He  was  doing  a  volume  of 
about  $79,000  a  year  with  us.  His  Negro  paper  amounted  to  only 
about  30%. 

Lyons:  That's  too  high!  We  don't  want  any  dealer  that  has  that 
proportion  of  Negro  paper.  What  is  your  over-all  percentage? 

Pantel:    Well,  it's  about  7%  or  8%,  I  think. 

Lyons:  Well,  that's  okay.  As  long  as  it  doesn't  exceed  about  10%, 
we  don't  mind.  We've  got  some  offices  a  lot  higher  than  that.  Again, 
let  me  emphasize  that  we  have  found  that  the  self-employed  Negroes 
and  Mexicans  give  us  the  most  trouble  of  any  class  of  risks  that  we 
run  into.  We  have  to  have  a  little  elasticity  in  this  policy.  When  we 
first  brought  this  policy  out,  we  anticipated  severe  manager  reaction. 
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In  some  cases  this  did  come,  but  not,  as  you  would  expect,  from  the 
southern  dealers.  In  many  ways  it  looks  as  though  we've  overcome 
this  touchy  problem  in  most  areas. 

You  know  that  one  of  the  biggest  industries  in  our  country  is  the 
steel  business.  There  is  a  high  percentage  of  Negro  employees  in  the 
steel  business,  and  these  fellows  are  all  A-l  risks  in  most  cases.  We 
found  them  dependable.  Another  thing  you  might  be  interested  in 
is  that  we  found  Pullman  porters  to  be  good  risks.  We  don't  mind 
doing  business  with  this  kind  of  Negro  risk  at  all. 

Pantel:  I  guess  I  can  see  your  point.  It  seems  you'll  still  accept 
Negro  paper. 

Lyons:  Well,  I  don't  want  to  give  the  idea  that  we  don't  want 
Negro  paper.  The  kind  of  paper  we  take  depends  on  quality,  and  I 
would  never  want  to  highlight  any  kind  of  policy  that  seemed  to  turn 
on  racial  factors. 

Pantel:  Well,  there's  nothing  much  I  can  tell  any  dealer  that 
sends  in  poor  Negro  paper  except  that  we  won't  accept  it. 

Lyons:  No,  you  don't  have  to  do  that.  There's  no  need  to  raise 
the  question  of  whether  we  will  take  Negro  paper  or  not.  You  don't 
need  to  turn  the  situation  into  one  that  highlights  this  policy.  You 
can  always  tell  a  dealer  that  a  loan  application  is  being  refused  for 
many  other  reasons.  Actually  you  don't  even  need  to  mention  the 
Negro  question  at  all.  I  like  to  think  of  gvv'mg  these  things  a  twist. 

Pantel:    You  don't  want  me  to  talk  about  it  then? 

Lyons:  You  don't  seem  to  be  following  me,  Jack.  The  only  thing 
I  want  you  to  know  is  that  I  don't  want  you  to  highlight  the  Negro 
question.  You  don't  have  to  mention  this  to  any  dealer.  If  you  want 
to  get  around  it,  tell  them  the  economy  is  changing  and  relate  it  to 
that.  Never  make  a  statement  specifically  in  relation  to  any  racial  or 
foreign  group.  As  I  said,  this  is  what  I  like  to  call  giving  an  adverse 
point  a  twist.  You  can  talk  about  the  overobligation  of  the  average 
consumer — say  that  we  have  to  have  a  better  credit  record  in  any 
one  case.  There  are  a  thousand  and  one  things  you  can  mention  as 
being  the  reasons  that  you  wouldn't  give  credit  in  any  particular  situa- 
tion. All  I'm  trying  to  get  across  is  that  you  shouldn't  emphasize  the 
point  that  the  applicant  is  a  Negro. 

Pantel:  Then  you  don't  think  it  would  matter  if  we  did  take 
some  Negro  risks  on  security. 

Lyons:  That's  right.  This  is  one  of  our  toughest  policies  to  in- 
terpret. It's  especially  rough  in  some  sections  of  the  country.  I'm  trying 
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to  ask  all  the  managers  to  give  this  a  twist  that  will  take  it  out  of 
the  controversial  issue  bracket.  If  you  can  get  adequate  security,  I'd 
say  you  could  go  ahead. 

Pantel:    Sure,  I  think  I  understand  now. 

Lyons:    This  goes  for  every  kind  of  racial  problem.  Have  you  ever 
had  any  trouble  with  Greeks  around  here? 
Pantel:    No,  I  don't  think  I  have. 

Lyons:  Say,  I  just  remembered  I  have  to  get  back  to  the  hotel 
and  finish  up  a  report  for  Dick  Hersey;  I  should  get  it  in  the  mail 
tonight. 


PART  IV 

Medicinal  Chemical  and  Ethical 
Drug  Industry1 

NOTE  ON  THE  MEDICINAL  CHEMICAL  AND  ETHICAL  DRUG 
INDUSTRY 

MERCK  &  CO.,  INC.  (AR) 

MERCK  &  CO.,  INC.  (BR) 

MERCK  &  CO.,  INC.  (CR) 

COMPANY  OBJECTIVES  OF  MERCK  &  CO.,  INC. 
MERCK  &  CO.,  INC.  (d) 

OF  WHAT  USE  IS  A  BOARD  OF  DIRECTORS 


1  The  "Note  on  the  Medicinal  Chemical  and  Ethical  Drug  Industry"  was  prepared  by 
Mrs.  E.  Landon  Dalton  and  Professor  E.  P.  Learned.  The  Merck  &  Co.,  Inc.,  cases  were 
prepared  by  Professor  Learned.  Dr.  Vannevar  Bush  wrote  "Of  What  Use  Is  a  Board  of 
Directors." 


NOTE  ON  THE  MEDICINAL  CHEMICAL 
AND  ETHICAL  DRUG  INDUSTRY 


This  Note  on  the  Medicinal  Chemical  and  Ethical  Drug  Industry, 
prepared  by  a  staff  member  of  the  Harvard  Business  School,  was 
adapted  from  published  sources  and  designed  to  provide  supplemental 
background  for  the  Merck  &  Co.,  Inc.,  cases  in  business  policy.  Some 
feel  for  trends,  pace  of  change,  interindustry  competition,  distribution, 
importance  of  research,  etc.,  may  be  obtained  from  them.  This  sur- 
vey does  not  attempt  to  evaluate  the  specific  claims  for  products 
cited  in  publicity  releases.  Though  claims  may  have  been  correctly 
stated  initially  or  may  have  been  subsequently  proven  by  clinical  re- 
search, this  summary  is  in  no  sense  an  "authoritative  reference  source 
on  clinical  experience  with  drugs  or  chemicals." 

DEVELOPMENT  OF  THE  PHARMACEUTICAL  AND  MEDICINAL  CHEMICAL 
INDUSTRY 

Until  the  latter  part  of  the  nineteenth  century,  for  the  most  part, 
pharmacists  in  retail  apothecary  shops  prepared  their  own  ingredients, 
such  as  drugs,  spirits,  tinctures,  extracts,  and  elixirs,  from  crude  botani- 
cals and  inorganic  chemicals  chiefly  imported  from  abroad.  The  apothe- 
caries then  combined  drugs  and  vehicles  to  make  pills,  ointments,  or 
liquid  preparations  in  accordance  with  the  Latin  "recipes"  that  physi- 
cians prescribed  for  their  patients. 

By  1870  a  number  of  pharmacists  and  physicians  had  come  to  recog- 
nize the  possibility  of  standardizing  quality  and  saving  labor  costs  by 
producing  common  formulations  of  drugs  on  a  larger  scale.  They  began 
to  expand  their  shops,  establish  laboratories,  and  organize  production 
operations.  The  earliest  endeavors  of  these  pioneer  pharmaceutical 
companies  were  directed  toward  working  raw  material  produced  by 
others  into  desirable  formulations  and  package  sizes  and  to  the  setting 
of  standards  so  that  all  similar  formulations  produced  by  a  specific 
company  could  be  counted  on  for  uniformity  of  potency  and  therapeutic 
action. 

The  medicinal  chemical  industry  had  its  beginnings  in  the  early 
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part  of  the  nineteenth  century.  In  1822,  Rosengarten  and  Sons  of 
Philadelphia  commenced  to  make  medicinal  chemicals.  At  about  this 
time  Powers  &  Weightman  also  engaged  in  the  manufacture  of 
medicinal  chemicals,  including  quinine  and  morphine  salts,  mercurials, 
strychnine,  codeine,  and  bismuth  and  bismuth  salts.  Another  early 
medicinal  chemical  company  was  the  New  York  Chemical  Manufac- 
turing Company,  founded  in  1823.  In  1849,  Chas.  Pfizer  &  Co.,  Inc., 
began  to  produce  fine  chemicals.  By  1900  a  start  had  been  made  in  the 
production  of  coal-tar  products  when  the  Semet-Solvay  Company  pro- 
duced synthetic  phenol  from  benzene.  Until  World  War  I,  however, 
the  chemical  industry,  and  the  medicinal  chemical  industry  in  particu- 
lar, remained  comparatively  small. 

Traditionally,  the  designation  of  "fine  or  medicinal  chemical  manu- 
facturer" was  applied,  in  general,  to  those  companies  engaged  pri- 
marily in  making  drugs  such  as  acetanilide,  acetysalicylic  acid  (as- 
pirin), barbiturates,  vitamins,  and  sulfa  drugs,  and  selling  them  in 
bulk  to  ethical  and  proprietary  drug  manufacturers.  The  fine  chemical 
manufacturers  typically  purchased  their  raw  materials  from  the  heavy 
chemical  companies.  According  to  the  American  Chemical  Industry? 
the  companies  referred  to  as  "pharmaceutical  manufacturers"  made 
U.S.  Pharmacopoeia  and  other  standard  preparations.  In  general  par- 
lance, the  term  "ethical  drug  manufacturer"  was  applied  to  companies 
that  made  medicinal  preparations,  sold  chiefly  under  professional  speci- 
fication. Products  that  were  prescribed  so  that  only  the  brand  of  a  given 
manufacturer  could  be  utilized  became  known  as  "ethical  specialties." 
The  term  "proprietary  drug  manufacturer"  described  companies  that 
mainly  sold  proprietary2  medicinal  preparations  to  the  public  without 
such  professional  specification.  Even  before  the  1940's,  however,  such 
distinctions  were  only  generally  applicable,  and  there  was  overlapping 
among  the  various  groups.  Since  1949  the  distinctions  have  been  fur- 
ther blurred.  The  fine  or  medicinal  chemical  companies  were  repre- 
sented by  Merck  &  Co.,  Inc.;  Chas.  Pfizer  &  Co.,  Inc.;  Hoffmann-La- 
Roche,  Inc.;  and  J.  T.  Baker  Chemical  Company  (since  1941  a  sub- 
sidiary of  Vick  Chemical  Company).  The  manufacturers  of  "ethical 
specialties"  included  Eli  Lilly  and  Company;  Parke,  Davis  &  Com- 
pany; E.  R.  Squibb  &  Sons;  Upjohn  Company;  Sharp  &  Dohme,  Incor- 
porated; and  Abbott  Laboratories. 

1  William  Haynes,  American  Chemical  Industry  (New  York:  D.  Van  Nostrand  Co., 
Inc.,  1948),  Vol.  IV,  p.  274  n. 

2  A  nonpatented  medicine,  the  formula  of  which  is  kept  secret,  except  for  the  narcotic 
and  poisonous  ingredients  (  Webster's  Collegiate  Dictionary,  1947) . 
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SOURCES  OF  SUPPLY  FOR  CHEMICALS 

Before  1914  the  chief  sources  of  supply  for  crude  drug,  coal-tar 
medicinals,  and  fine  chemicals  were  German  companies  who  sold 
their  products  through  selling  agents  mainly  located  in  New  York. 
With  the  cessation  of  imports  from  Germany  in  1914,  the  medicinal 
chemical  companies  greatly  expanded  their  manufacture  of  acetanilid, 
phenol,  salicylates,  and  other  organic  chemicals  for  the  pharmaceutical 
companies.3 

After  the  war  the  heavy  chemical  producers,  such  as  the  E.  I.  du 
Pont  de  Nemours  and  Company,  the  Dow  Chemical  Company, 
and  the  Monsanto  Chemical  Company,  which  had  mushroomed  into 
a  major  industry  because  of  war's  demands,  began  to  make  coal-tar 
derivatives  and  solvents  on  a  greatly  increased  scale  for  a  variety 
of  kinds  of  customers  in  the  process  industries,  including  the  pharma- 
ceutical industry.  Since  the  chemical  product  lost  its  identity  in  formu- 
lation, the  pharmaceutical  manufacturers  could  buy  from  the  most 
favorable  source,  consistent  with  minimum  standards.  Heavy  chemical 
manufacturers  continued  to  expand  production  under  the  protection  of 
the  Fordney-McCumber  Act  of  September,  1922.  In  consequence,  com- 
petition increased  and  prices  were  cut  so  deeply  that  many  medicinal 
chemical  companies  abandoned  production  of  some  staples,  such  as 
acetanilid  and  the  salicylates. 

During  World  War  I,  impetus  was  given  to  a  revolutionary  change 
in  the  basic  materials  used  in  medicinal  preparations.  Thus,  by  the 
1920's,  synthetic  medicinal  chemicals  to  a  major  extent  had  replaced 
the  herbs,  roots,  leaves,  and  berries  of  the  older  materia  medica,  al- 
though even  today  natural  drugs  or  botanicals,  as  well  as  drugs  of  ani- 
mal origin,  continue  to  be  used. 

WARTIME  EXPANSION  OF  FACILITIES 

During  World  War  II,  in  view  of  the  urgent  need  for  penicillin, 
the  government  in  very  large  part  financed  plants  for  making  it.  Many 
major  pharmaceutical  manufacturers,  and  companies  in  other  indus- 
tries, began  to  manufacture  penicillin.  On  the  basis  of  previous  ex- 
perience with  fermentation  processes,  for  example,  the  Commercial 
Solvents  Corporation  undertook  the  production  of  penicillin  and  by 
early  1944  had  become  one  of  the  major  producers  of  this  product. 

3  During  World  War  I,  some  fine  chemical  manufacturers  began  to  make  pharmaceutical 
preparations  and  some  pharmaceutical  companies  engaged  in  supplying  their  own  fine 
chemical  needs  (Haynes,  op.  cit.,  Vol.  Ill,  p.  304) . 
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Previously  this  company's  only  connection  with  the  pharmaceutical  in- 
dustry had  been  in  its  manufacture  of  vitamins. 

At  the  end  of  the  war,  the  companies  operating  government-financed 
plants  did  not  wish  to  lose  this  large  and  profitable  business  in  peni- 
cillin and  therefore  bought  the  plants  from  the  government.  Subse- 
quently, some  of  these  companies  extended  their  medicinal  chemical 
or  pharmaceutical  operations  beyond  those  of  their  wartime  production 
of  penicillin  and  their  immediate  postwar  production  of  other  anti- 
biotics, such  as  streptomycin,  which  could  be  produced  in  their  fermen- 
tation equipment.  For  example,  Schenley  Laboratories,  Inc.,  a  sub- 
sidiary of  Schenley  Distillers,  which  made  penicillin  during  World 
War  II,  expanded  to  produce  and  distribute  pharmaceutical  specialties. 
In  its  research  activities  the  company  has  had  significant  success  in 
an  attempt  to  discover  antifungus  chemicals  as  well  as  in  its  develop- 
ment of  other  new  ethical  drug  specialties. 

OTHER  INDUSTRY  SOURCES 

The  incidental  products  of  research,  too,  affected  the  structure 
of  the  industry.  Thus,  the  Eastman  Kodak  Company  became  a  supplier 
of  both  natural  and  synthetic  vitamin  A  as  a  result  of  the  research 
activities  of  a  subsidiary,  Distillation  Products  Industries.  The  discovery 
of  hormones  and  other  glandular  products  derived  from  by-products 
of  the  meat-packing  industry  greatly  expanded  that  industry's  interest 
in  the  ethical  drug  industry.  Since  1947  Armour  Pharmaceutical  Labo- 
ratories, organized  as  a  subsidiary  of  Armour  and  Company  in  1886, 
has  increased  its  staff  of  detail  men  from  100  to  250  in  order  to  exploit 
more  thoroughly  a  hormone  called  ACTH.  This  product,  discovered 
in  1950  by  Armour  scientists  after  a  decade  of  research,  is  the  adre- 
nocorticotropic hormone  extracted  from  the  pituitary  gland  of  swine. 
In  1953  the  National  Dairy  Products  Corporation  formed  a  subsidiary 
of  Sheffield  Farms  to  diversify  further  its  products  in  the  chemical 
and  pharmaceutical  industries. 

The  profit  potentialities  of  these  products,  moreover,  induced  other 
types  of  companies  to  enter  this  segment  of  the  chemical  industry 
either  through  acquisition  of  existing  companies  or  through  the  forma- 
tion of  new  subsidiaries.  For  example,  the  large  proprietary  manu- 
facturers, such  as  The  Lambert  Company,  Norwich  Pharmacal  Com- 
pany, Miles  Laboratories,  Inc.,  and  Bristol-Myers  Company,  established 
or  acquired  ethical  drug  subsidiaries.  Those  companies  that  already 
had  such  subsidiaries  expanded  their  operations.  Thus,  Vick  Chemical 
Company  is  expanding  the  operations  of  its  ethical  subsidiaries,  the 
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J.  T.  Baker  Company,  a  manufacturer  of  fine  chemicals,  and  Wm.  S. 
Merrell  Company,  a  manufacturer  of  pharmaceutical  products.  The 
American  Home  Products  Company,  frequently  referred  to  in  the  press 
as  a  "drug  empire,"  includes  several  ethical  drug  subsidiaries. 

INTEGRATION 

Backward  integration  into  chemical  manufacture  by  the  large  phar- 
maceutical companies,  or  the  reverse  process,  was  representative  of  a 
continuing  trend  toward  integration.  According  to  an  estimate  of  the 
Federal  Trade  Commission,  mergers  or  acquisitions  within  the  chemi- 
cal industry  took  place  at  the  rate  of  20  a  month  after  1945.  Some 
examples  of  various  types  of  integration  that  involve  the  drug  industry 
are  cited  as  follows: 

Primarily  a  producer  of  basic  chemicals,4  the  Mathieson  Chemical 
Corporation  in  October,  1952,  entered  the  pharmaceutical  industry 
through  a  merger  with  E.  R.  Squibb  &  Sons.  Later  a  further  merger 
was  accomplished  with  Olin  Industries,  Inc.,  to  form  Olin  Mathieson 
Chemical  Corporation.  The  American  Cyanamid  Company,  a  manu- 
facturer of  basic  chemicals,  acquired  the  Lederle  Laboratories,  a  manu- 
facturer of  biologicals,  in  1930  and  about  1946  commenced  to  expand 
the  Lederle  production  of  pharmaceutical,  as  well  as  biological,  items 
for  both  human  and  veterinary  use.  By  1949  this  division  produced 
more  than  2,000  of  these  items,  including  Aureomycin,  its  exclusive 
broad  spectrum  antibiotic  that  it  developed  in  1948.  Fine  chemicals 
for  the  Lederle  division  are  supplied  by  another  division,  which  was 
operated  as  a  separate  corporation  under  its  original  name,  the  Calco 
Chemical  Company,  from  its  acquisition  in  1929  to  1939.  The  Calco 
division  distributes  its  products  in  bulk  both  to  the  Lederle  Laboratories 
and  to  other  pharmaceutical  houses.  According  to  one  financial  analyst,5 
in  1953  the  American  Cyanamid  derived  a  "substantial  portion"  of  its 
total  net  income  from  its  pharmaceutical  products. 

Since  1950,  two  of  the  leading  manufacturers  of  fine  chemicals, 
Merck  &  Co.,  Inc.,  and  Chas.  Pfizer  &  Co.,  Inc.,  also  "moved  forward" 
in  the  integration  of  their  operations  to  engage  in  pharmaceutical  man- 
ufacturing and  distribution,  but  they  employed  different  methods.  In 
March,  1953,  Merck  &  Co.,  Inc.,  merged  with  Sharp  &  Dohme,  a  long- 

4  Other  general  chemical  companies  producing  fine  chemicals  and  pharmaceuticals  are, 
for  example,  Allied  Chemical  and  Dye  Corporation,  Atlas  Powder  Company,  Dow  Chemi- 
cal Company,  E.  I.  du  Pont  de  Nemours  and  Company,  Monsanto  Chemical  Company,  and 
Union  Carbide  and  Carbon  Corporation. 

5E.  W.  Axe  &  Co.,  Chemicals,  Axe-Houghton  Economic  Studies  (New  York,  1953), 
p.  52. 
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established  manufacturer  of  pharmaceuticals.  On  the  other  hand.  Chas. 
Phzer  &  Co..  Inc.  (  Brooklyn,  New  York  ) .  in  1950.  upon  the  introduc- 
tion of  its  broad  spectrum  antibiotic.  Terramvcm.  embarked  upon  a 
program  of  formulating,  packaging,  and  marketing  this  product,  to- 
gether with  its  other  products,  under  the  Phzer  label,  that  is.  on  a  pro- 
gram of  "growth  from  within."  At  that  time.  also,  the  company  deter- 
mined upon,  and  subsequently  carried  out.  a  three-year  program  of 
expansion  of  plant  facilities  in  the  total  amount  of  S25  million.  In  a 
letter  in  the  company's  annual  report  for  1952.  the  president  summa- 
rized some  of  the  achievements  in  the  three-year  period  and  said,  in 
part,  as  follows: 

.  .  .  continued  heavy  advertising  and  sales  promotion  have  now  firmly  estab- 
lished the  Pfizer  name  to  the  joint  benefit  of  new  and  existing  products  .  .  .  . 

These  programs  have  changed  your  company  in  much  more  than  size.  [Sales 
volume  was  about  $60.8  million  in  1950.  and  $10"  million  in  1952.]  Three  short 
years  ago  Pfizer's  output,  predominantly  fine  chemicals,  was  sold  by  25  domestic 
salesmen  to  a  comparative  handful  of  industrial  customers,  reaching  the  ulti- 
mate user  under  someone  else's  label.  Since  then  vour  company  has  diversified 
its  products  until  antibiotics  and  other  pharmaceuticals  account  for  more  than 
half  its  sales,  with  agricultural  specialties  rapidly  assuming  important  size.  It  has 
diversified  its  geographical  markets  to  the  point  where  other  nations  of  the  free 
world  now  provide  one  fourth  of  total  volume.  And.  most  important,  it  has 
diversified  its  customers:  Pfizer  products,  now  packaged  predominantly  under 
the  Pfizer  label,  are  sold  by  a  sales  force  of  nearly  1.000  to  tens  of  thousands  of 
domestic  and  foreign  customers.  My  associates  and  I  regard  the  completion  of 
these  programs  with  satisfaction,  though  in  full  awareness  of  the  money  they 
cost.  It  is  far  more  costly  to  build  and  break  in  a  new  plant  than  to  operate  it. 
to  recruit  and  train  a  sales  force  than  to  run  it.  to  establish  a  company  or  product 
name  than  to  maintain  it. 

DATA  ON  INDUSTRY 

Data  on  the  industry  and  selected  companies  are  given  m  Exhib- 
its 1—4.  The  Census  of  Manufactures  for  194"  showed  the  number  of 
establishments  as  follows: 

Drugs  and  Medicines 
Number  of  Establishments 

Biological  products   S5 

Botanical  products   15 

Medicinal  chemicals   92 

Pharmaceutical  preparations*  1,163 

*  Include?  proprietary  as  well  as  ethical  drug  manufac- 

Since  the  1930's  the  quantity  and  value,  at  manufacturers'  level,  of 
pharmaceutical  products  consumed  domestically  have  experienced  a 
remarkable  increase.  During  the  period  from  1947  to  1951.  this  in- 
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crease  was  especially  notable  ( Exhibit  1 ) .  Bulk  production  and  sales 
of  medicinal  synthetic  organic  chemicals  exhibited  a  similar  pattern  of 
behavior  (Exhibit  2).  Data  for  1952  reflected  deep  price  cuts  in  some 
of  the  industry's  major  products.  For  example,  in  1952  the  price  of 
bulk  penicillin,  one  of  the  industry's  major  items,  was  reduced  about 
40%.  Similar  reductions  occurred  in  the  price  of  streptomycin,  dihy- 


Exhibit  1 

NOTE  ON  THE  MEDICINAL  CHEMICAL  AND  ETHICAL  DRUG  INDUSTRY 
Value  of  Products  Shipped  for  Medicinal  Chemicals  and  Pharmaceutical 
Preparations;  Value  Added  by  Manufacture  for  Drugs  and  Medicines 


Class  of  Products 

Value  of  Products  Shipped 
(in  Thousands  of  Dollars) 

1952 

1951 

1947 

Medicinal  chemicals  

Drugs  of  animal  origin  uncompounded  

Inorganic  and  organic  medicinals  (bulk  type) . . 

Pharmaceutical  preparations  

Preparations  for  human  use  

Pharmaceutical  preparations  for  veterinary  use 
Not  specified  by  kind  

$  375,558 

$  422,533 

$197,813* 

$  18,393 
357,165 

$  18,675 
403,858 

$  18,917 
178,492 

$1,417,172 

$1,424,633 

$880,763 

$1,340,506 

$1,346,544 

$838,337 
30,369 
12,057 

Value  Added  by  Manufacture! 

Drugs  and  medicines  

Biological  products  

Medicinal  chemicals  

Pharmaceutical  preparations  

$1,272,957 

$1,276,906 

$748,570 

$  30,239 
246,695 
988,228 

$  29,975 
250,851 
988,284 

$  19,941 
110,516 
609,104 

*  Also  includes  some  not  specified  by  kind  values. 

t  "Value  added"  approximates  the  value  created  in  the  manufacturing  process  and  is  derived  by  subtracting 
the  cost  of  materials,  supplies,  etc.,  from  the  total  value  of  products  shipped. 

Source:  U.S.  Bureau  of  the  Census,  1952  Annual  Survey  of  Manufactures,  Series:  MAS-52-1  (August  27,  1953), 
p.  11,  and  MAS-52-2  (October  1,  1953),  pp.  10  and  11. 


drostreptomycin,  the  new  antituberculosis  drug,  isoniazid,  which  was 
introduced  in  1952,  and  in  cortisone.  Indexes  of  wholesale  prices,  pro- 
duction, and  data  on  exports  and  imports  were  as  given  in  Exhibits  3 
and  4.  The  reversal  in  the  trend  of  export  sales  resulted  partly  from 
the  establishment  of  American-operated  plants  in  foreign  countries  and 
partly  from  increased  competition  of  foreign-owned  plants  in  the  export 
markets.  On  some  items,  also,  notably  vitamins  and  hormones,  com- 
petition from  imports  (in  bulk  form)  began  to  be  experienced,  al- 
though imports  in  total  declined. 

Retail  sales  in  the  period  from  1947  to  1952  showed  a  consistent 
increase  as  indicated,  for  example,  by  estimates  of  prescription  sales 
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Exhibit  3 

NOTE  ON  THE  MEDICINAL  CHEMICAL  AND 
ETHICAL  DRUG  INDUSTRY 
Indexes  of  Wholesale  Prices  and  Production, 
Drugs  and  Pharmaceuticals 
1947-49  =  ioo 


Year 

Index 
Wholesale  Prices 

Index 
Production 

1947  . 

120.8 

95 

1948  , , 

104.6 

100 

1949. . . 

74.7 

105 

1950. .  . 

70.2 

135 

1951 .  .  - 

73.9 

161 

1952 .  .  . 

63.3 

166  (est.) 

Source:  Chemical  Week,  February  28,  1953.  p.  50;  and  U.S.  Bureau 
of  Labor  Statistics,  Bulletin  No.  1143.  Drugs  and  Pharmaceuticals, 
table  2. 


Exhibit  4 


NOTE  ON  THE  MEDICINAL  CHEMICAL  AND 
ETHICAL  DRUG  INDUSTRY 
Exports  and  Imports,  Drugs  and  Medicines,  1939-52 


Year 

Exports 

Imports 

1939  

22.3 

5.5 

1940  

29.3 

4.6 

1941  

43.9 

8.6 

1942  

43.8 

2.7 

1943  

69.0 

4.9 

1944  

106.2 

13.3 

1945  

115.8 

10.0 

1946  

144.6 

8.4 

1947  

176.7 

7.6 

1948  

191.0 

6.2 

1949...  

198.2 

5.9 

1950  

212.5 

7.8 

1951..  

281.4 

11.8 

1952  

221.0 

6.5  (est.) 

Source:  Chemical  Week,  February  28,  1953,  p.  50;  and  U.S.  Depart- 
ment of  Commerce,  Annual  Report  of  Foreign  Commerce  and  Navigation 
in  the  United  States  for  1952. 


and  packaged  medications  including  vitamins.  According  to  Drug 
Topics,  data6  for  retail  sales  on  the  foregoing  categories  (in  thousands 
of  dollars)  were  as  follows: 


1947 

1951 

1952 

$496,999 

$765,000 

$835,000 

Packaged  medications,  including  vitamins .... 

739,046 

955,090 

983,990 

6  Standard  &  Poor's  Industry  Surveys,  "Drugs  and  Cosmetics,"  DIB,  Vol.  CXX,  No. 
42,  Sec.  2  (October  16,  1952),  and  Vol.  CXXI,  No.  45,  Sec.  2  (November  5,  1953). 
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RECENT  DEVELOPMENTS   IN  THE  DRUG  INDUSTRY 

The  therapeutic  products  resulting  from  the  various  research  activi- 
ties during  little  more  than  two  decades  may  be  summarized  as  follows: 
from  1931  to  1940,  sulfa  drugs  and  synthetic  vitamins;7  from  1941 
to  1953,  antimalarials,  antibiotics  (see  Exhibit  5),  antihistamines, 
synthetic  hormones,  amino  acids,  cortisone,  antituberculars,  and,  most 
recently,  radioisotopes.  Some  of  the  most  important  of  these  products 
will  be  discussed  in  a  subsequent  section.  The  development  of  these 
products  has  had  revolutionary  effect  on  materia  medica  and  on  the 
medicinal  chemical  and  drug  industry  with  respect  not  only  to  the  type 
and  volume  of  the  products  but  also  to  the  structure  of  the  industry. 
For  example,  in  1930  U.S.  Pharmacopoeia  and  National  Formulary 
listed  fewer  than  30  products  which  were  effective  chemotherapeutic 
agents.  Today,  there  are  thousands  of  official  and  unofficial  organic 
chemicals,  each  much  more  effective  in  relieving  or  preventing  symp- 
toms of  disease. 

The  most  striking  growth  in  volume  for  drugs  and  medicines  oc- 
curred after  the  antibiotics  came  into  production.  The  effect  of  their 
development  may  be  indicated  by  a  consideration  of  some  of  the  data 
on  medicinal  chemicals  (synthetic  organic).  For  example,  the  value  of 
sales  (manufacturers')  of  antibiotics  more  than  tripled  in  amount,  in- 
creasing from  $95.7  million  in  1946  to  $317  million  in  1951, 
whereas  total  sales  of  all  bulk  medicinal  chemicals  (synthetic  organic) 
somewhat  more  than  doubled  in  their  growth,  increasing  from  $218 
million  to  $504  million  in  the  same  period.  The  antibiotics,  sulfa  drugs, 
and  vitamins,  totaling  $4l6  million,  moreover,  comprised  82.5%  of 
the  sales  value  of  all  bulk  medicinal  chemicals  (synthetic  organic)  in 
1951.  The  high  sales  value  (manufacturers')  of  these  drugs  is  re- 
flected in  the  fact  that  in  pounds  produced  or  sold  these  drugs  con- 
stituted only  about  16%  of  the  total  medicinal  chemicals  (synthetic 
organic) ;  the  antibiotics,  which  amounted  to  nearly  63%  of  the  dollar 
value  of  total  sales,  amounted  to  only  about  1.8%  of  the  total  number 
of  pounds  of  these  medicinal  chemicals8  ( see  Exhibit  2 ) .  Only  some- 
what over  a  decade  ago,  moreover,  antibiotics  did  not  appear  on  any 
company's  order  books — another  illustration  of  the  extraordinary 

'  The  first  vitamin,  C,  was  discovered  by  Casimir  Funk  in  1919;  and  vitamins  A,  B,  D, 
and  E  had  all  been  identified,  isolated,  and,  with  the  exception  of  vitamin  E,  marketed  by 
1929.  The  period  of  the  1930's,  however,  was  the  era  of  development  on  an  industrial 
scale  (Haynes,  op.  tit.,  Vol.  IV,  p.  27  5  ) . 

8  Production  of  medicinals  in  bulk  only  except  for  antibiotics.  Data  on  antibiotics  in- 
clude those  for  all  forms.  See  Exhibit  2.  U.S.  Tariff  Commission,  Synthetic  Organic 
Chemicals,  Report  Nos.  159  and  175. 
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Exhibit  5 

NOTE  ON  THE  MEDICINAL  CHEMICAL  AND  ETHICAL  DRUG  INDUSTRY 

Value  of  Antibiotics 


Date 
Introduced 


Effective  against- 


Penicillin 


1942 


Streptomycin  

Bacitracin  

Wide-spectrum  Antibiotics 
Chloramphenicol 
(Chloromycetin*) . . 


1944 


1945 


1947 


Chlorotetracycline  HCL 
(Aureomycin*)  


1948 


Oxytetracycline  (Terramycin*) . 


1950 


Erythromycin  (Ilotycin,*  Eryth- 
rocin,*  Erythrocin-Upjohn*) . 


Tetracycline  (Achromycin/ 
Tetracyn,*  Panmycin*). . 


1952 


1953 


Pneumococcal  pneumonia 
Syphilis  and  gonorrhea 

Local  infections  caused  by  gram-positive  bac- 
teria 

Pneumococcal,  meningococcal,  and  streptococ- 
cal meningitis 

Many  infections  of  urinary  tract,  skin,  mouth, 
throat,  and  teeth 

Subacute  bacterial  endocarditis 

Tuberculosis  (all  forms) 
Brucellosis 

Certain  gram-negative  bacterial  diseases 
Mixed  wound  infections 

Boils  and  carbuncles;  and  as  topical  applications 


Pneumonia,  caused  by  pneumococci,  strepto- 
cocci, or  staphylococci 

Bacterial  endocarditis,  both  acute  and  subacute 

Meningitis,  caused  by  both  gram-negative  and 
gram-positive  bacteria 

Venereal  diseases 


Boils  and  carbuncles 

Osteomyelitis 

Cholera 

Typhoid 

Peritonitis,  some  types  of  virus  pneumonia 
Infections  leading  to  rheumatic  fever 
Amoebic  dysentery  and  abscesses 

Erysipelas 

Scarlet  fever 

Oral  infections 

Influenzal  bacillus  infections 

Abcesses  of  organs 

Rickettsial  diseases 

Childbirth  fever 


In  general,  same  as  for  Terramycin  and  Aureo- 
mycin 

In  general,  same  as  for  Terramycin  and  Aureo- 
mycin 


*  Trade-marked  name.  _  .... 

Note:  Antibiotics  are  not  effective  against  many  viral  diseases,  notably  colds,  grippes,  influenza,  poliomyelitis, 
viral  encephalitis,  measles,  mumps,  and  smallpox. 

Source:  Manufacturing  Chemists  Association,  Inc.,  The  Chemical  Industry  (Washington,  D.C.,  1953),  p.  73: 
The  New  York  Times,  November  4,  1952,  p.  44,  and  September  25,  1953,  p.  23. 
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change  that  has  taken  place  in  materia  medica  within  a  relatively  short 
period  of  time.9 

The  drugs  resulting  from  research  and  development  programs  in 
the  medicinal  chemical  and  drug  industry  (see  Exhibit  6)  brought 
significant  improvement  in  the  treatment  of  diseases.  Thus,  the  chance 
of  recovery  from  pneumonia  was  better  than  3  to  1  a  generation  ago 


Exhibit  6 

NOTE  ON  THE  MEDICINAL  CHEMICAL  AND  ETHICAL  DRUG  INDUSTRY 
Research  and  Development  Programs  for  Drugs  and  Medicines  (1952) 


Antiobiotics  and  chemotherapeutic  drugs 

Anticonvulsant  drugs 

Antifungal  drugs 

Antihistamines 

Antispasmodic  drugs 

Cancer  treatment  drugs 

Diuretics 


Source:  Manufacturing  Chemists  Association, 
1953),  p.  70. 


Heart  and  circulatory  system  drugs 
Hormones 

Hypnotics  and  sedatives 
Pain-relieving  drugs 
Plasma  volume  expanders 
Sterilizers  and  disinfectants 
Stimulants 

Vaccines,  serums,  blood  fractions 

Inc.,  The  Chemical  Industry  (Washington,  D.C, 


Exhibit  7 

NOTE  ON  THE  MEDICINAL  CHEMICAL  AND 
ETHICAL  DRUG  INDUSTRY 
Death  Rates  per  100,000  Population  from  Specified  Causes* 


Cause  of  Death 

Before  New 
Chemotherapy, 
1935-37 

Reflects 
Influence 
Sulfa  Drugs, 
Penicillin,  and 
Antibiotics, 
1947^9 

Per  Cent 
Decline 
1947-49 

since 
1935-37 

Pneumonia — all  forms  

86.8 

33.3 

61 

Rheumatic  fever  

1.6 

0.9 

43 

Cerebrospinal  meningitis  

2.0 

0.6 

70 

Tonsilitis  and  pharyngitis  

3.5 

0.4 

88 

Diseases  of  the  ear  and  mastoid  

3.1 

0.4 

87 

Septicemia  

0.9 

0.3 

66 

Diarrhea  and  enteritis  

15.0 

6.1 

59 

Appendicitis  

12.5 

2.9 

76 

*  Derived  from  reports  of  the  National  Office  of  Vital  Statistics. 

Source:  Manufacturing  Chemists  Association,  Inc.,  The  Chemical  Industry  (Washington,  D.C, 
1953),  p.  72. 

and  today  is  25  to  1.  The  mortality  rate  from  tuberculosis,  moreover, 
was  reduced  from  36  per  100,000  in  1946  to  23  per  100,000  in 
T951.  Sulfa  drugs  and  antibiotics  eliminated  many  secondary  bacterial 
infections  which  are  contributory  causes  of  death  from  communicable 
diseases  of  childhood.  The  effectiveness  of  the  new  chemotherapy  in 
the  treatment  of  various  infectious  diseases  was  reflected  in  the  reduc- 

9  Manufacturing  Chemists  Association,  Inc.,  The  Chemical  Industry  (Washington,  D.C, 
1953),  p.  38. 
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tion  of  mortality  rates  from  the  period  1935-37  to  the  period  1947-49 
(see  Exhibit  7). 

Although  the  health  of  the  nation  has  benefited  significantly  by  the 
new  drug  discoveries,  the  cost  of  drugs  in  relation  to  medical  expendi- 
tures decreased  from  21%  in  the  period  1935-39  to  17%  of  the  total 
expenditures  for  medical  care  in  1950  and  to  14.2%  for  a  12-month 
period  ending  July  1,  195 3. 10  The  price  reductions  in  selected  drug 
items  are  shown  in  Exhibit  8. 

The  experience  of  some  individual  companies  in  the  medicinal 
chemical  and  pharmaceutical  industries  from  1939  to  1952,  as  indi- 
cated in  charts  using  data  on  their  total  assets,  net  sales,  and  net  in- 
come, is  shown  in  Exhibit  9.  Exhibit  10  gives  sales  indexes  for  these 
years  based  on  1939  sales. 

Exhibit  8 

NOTE  ON  THE  MEDICINAL  CHEMICAL  AND 
ETHICAL  DRUG  INDUSTRY 
Wholesale  Prices — Not  Adjusted 


Then 

January  5,  1953 

Cortisone  

$200  gram  (1949) 

$9.60  gram 

Penicillin  

$50  million  units  (1944) 

25^  million  units 

Sulfanilamide  

$3.15  lb.  (1937) 

$1.40  lb. 

Synthetic  vitamin  A  

55^  million  units  (1949) 

ll£  million  units 

Vitamin  Bi2  

$985  gram  (1950) 

$295  gram 

Source:  Manufacturing  Chemists  Association,  Inc.,  The  Chemical  Industry  (Washington,  D.C., 
1953),  p.  18. 


DISTRIBUTION  WHOLESALE 

Manufacturers  of  drugs  and  medicinals  distribute  their  products 
either  through  their  own  branch  houses  or  through  wholesalers.  In 
some  instances,  however,  direct  quantity  shipments  are  made  to  retail 
or  service  accounts  without  passing  through  the  normal  wholesale  chan- 
nels of  distribution.  On  the  basis  of  data  in  Census  of  Business,  1948 
Wholesale  Trade,  wholesalers  accounted  for  about  53.5%  of  the  total 
sales  of  drugs,  and  pharmaceuticals  ($682,968,000)  reported 
through  these  two  major  channels.  General-line  drug  wholesalers  in 
total  numbered  290,  of  which  243  analysed  their  sales  by  lines  and 
reported  a  total  sales  volume  of  drugs  andipharmaceuticals11  in  amount 
of  $273,297,000  at  wholesalers'  selling  |>rice. 

Sales  of  co-operatives  and  voluntary  group  wholesalers  handling  a 
full  line  of  drugs  were  included  in  this  classification.  Of  the  total  num- 

10  The  New  York  Times,  January  24,  1954,  I,  p|  54. 

11  Exclusive  of  proprietary  medicines,  toiletries,  and  druggists'  sundries. 
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Exhibit  9 

NOTE  OX  THE  MEDICINAL  CHEMICAL  AND  ETHICAL  DRUG  INDUSTRY 

Total  Assets,  Net  Sales,  and  Net  Income 


— 1 — 1 — ' 

'  
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HAS.)  a 
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CO.  - 
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/ 

(l)-NOT  CONSO 
OR  PRIOR  Y 

01 

O  40 
o 


O  20 


5  5 
4 


Source:  Standard  &  Poor's  Industry  Surveys,  "Drugs  and  Cosmetics,"  DIB,  Vol.  CXX,  No.  42 
Sec.  2  (October  16,  1952),  and  Vol.  CXXI,  Xo.  45,  Sec.  2  (November  5,  1953). 


ber  of  1,764  "specialty-line"  wholesalers  that  sold  drugs  and  drug 
sundries,  the  518  that  analyzed  their  sales  by  commodity  lines  re- 
ported a  total  volume  of  S92, 5 90,000  in  drugs  and  pharmaceuticals 
in  1948.  Among  the  various  types  of  wholesalers  that  were  included 
in  the  categoy  of  "drugs,  drug  sundries"  were  incorporated  whole- 
sale establishments,  such  as  the  Philadelphia  Wholesale  Drug  Com- 
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Exhibit  9 — Continued 
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Sec 


Source:  Standard  &  Poor's  Industry  Surveys,  "Drugs  and  Cosmetics,"  DIB,  Vol.  CXX,  No 
.  2  (October  16,  1952),  and  Vol.  CXXI,  No.  45,  Sec.  2  (November  5,  1953). 


•  42, 


pany,  owned  and  operated  collectively  by  groups  of  independent  drug- 
stores, and  also  wholesale  establishments  primarily  engaged  in  selling 
a  limited  line  of  so-called  drug  sundries  that  in  some  cases  included 
drugs  as  a  secondary  volume  producer.  Manufacturers  maintained  131 
sales  branches  with  stocks  and  five  sales  branches  without  stocks  that 
sold  drugs  and  pharmaceuticals  in  the  amounts  of  $289,572,000  and 
$27,509,000,  respectively,  in  1948. 

The  1948  census  of  the  wholesale  trade  recorded  sales  by  class  of 
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Exhibit  9 — Continued 


200 


:: 


1939      '40        '41         '42        '43        '44        '45         '46        '47        '48        '49        '50        '51  1952 


400 


200 


Source:  Standard  &  Poor's  Industr\  Surveys,  "Drugs  and  Cosmetics,"  DIB,  Vol.  CXX,  No.  42, 
Sec.  2  (October  16,  1952),  and  Vol.  CXXI,  Xo.  45,  Sec.  2  (Xovember  5,  1953). 

customer:  the  sales  of  drugs  and  pharmaceuticals  were  nor  segregated 
as  such  from  other  types  of  products  sold  by  these  establishments.  The 
general-line  drug  wholesalers,  however,  made  95  c  c  of  their  sales  to 
retailers,  3.7  cc  to  industrial  users,  1.0%  to  wholesale  organizations, 
0.39?  to  household  consumers,  and  less  than  0.1 r",  for  export.  The 
average  operating  expense  ratio12  for  302  such  wholesalers,  each  with 


"Operating  expenses  (including  payroll)  *'  as  a  percentage  of  sales. 
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sales  of  over  $200,000,  was  11.9%  of  total  combined  sales  of  $848,- 
769,000  in  1948.  Of  the  only  two  subclassifications,  "proprietary  medi- 
cines, toiletries"  and  "drug  sundries,"  included  for  manufacturers  sell- 
ing through  their  own  branches  (with  stocks),  160  establishments 
listed  under  "drug  sundries"  made  57.4%  of  their  sales  to  retailers, 
21.9%  to  industrial  users,  17.8%  to  wholesale  organizations,  0.4%  to 
household  consumers,  and  2.5%  for  export.  The  average  operating  ex- 
penses of  146  of  these  sales  branches,  each  with  sales  of  over  $200,000, 
were  19-0%  of  the  total  combined  sales  of  $343,839,000  in  1948.  A 
report  entitled  "Facts  on  1952  for  Service  Wholesale  Druggists"13 

Exhibit  10 

NOTE  ON  THE  MEDICINAL  CHEMICAL  AND  ETHICAL  DRUG  INDUSTRY 
Sales  Index  (1939  =  100) 


Abbott 
Lab. 

Merck 

Sharp  & 
Dohme 

Parke, 
Davis 

Squibb 

Pfizerf 

1952. :  

743 

530 

385 

245 

1951  

734 

603 

450 

421 

506 

230 

1950  

639 

471 

413 

322 

442 

139 

1949  

588 

348 

384 

265 

415 

109 

1948  

582 

365 

345 

227 

371 

109 

1947  

518 

342 

299 

226 

345 

90 

1946  

471 

308 

261 

202 

302 

100 

1945  

330 

278 

251 

167 

271 

1944  

317 

264 

267 

152 

242 

1943  

270 

290 

267 

152 

214 

1942 .  .  .  

173 

218 

202 

129 

167 

1941  

145 

198 

149 

119 

120 

1940  

113 

119 

114 

99 

50* 

1939    

100 

100 

100 

100 

100 

*  Six  months  ended  June  30. 
t  1946  =  100. 

h  lSr[qV-7?tan^  vd,&r^S  lfUSAtPJ5unWl\  "Dnigs  arnd  Cosmetics,"  DIB.  Vol.  CXX,  No.  42,  Sec.  2  (Octo- 
ber 16,  1952),  and  Vol.  CXXI,  No.  45,  Sec.  2  (November  5,  1953). 

pointed  out  that  in  1952  cost  of  goods  sold  increased  0.22%  and  ex- 
penses increased  2.46%  of  sales  as  compared  with  1951  and  net  profit 
after  taxes  decreased  from  1.86%  in  1951  to  1.69%  of  sales  in  1952, 
the  lowest  percentage  since  1935,  whereas  sales  increased  5.64%. 

DISTRIBUTION— RETAIL 

According  to  the  trade  journal  Drug  and  Cosmetic  Industry^  in 
1952  prescriptions  were  filled  by  47,628  drugstores  operating  pre- 
scription departments,  and  of  these  drugstores  43,942  were  independ- 
ently owned  and  3,686  were  chain  units.  In  1952  a  total  number  of 


13  The  New  York  Times,  August  11,  1953,  p.  36. 

14  Drug  and  Cosmetic  Industry,  April,  1953,  pp.  480,  481 
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418,447,000  prescriptions,  of  which  40%  were  refills,  accounted  for 
a  retail  sales  volume  of  $990,164,000.  The  Lilly  Digest,  1952,  re- 
ported an  average  price  per  prescription  of  $2.08  based  on  a  report 
of  785  drugstores;  in  1937,  their  average  price  was  90  cents,  and  in 
1946,  $1.33. 

The  developments  in  the  drug  and  pharmaceutical  industry  at  the 
manufacturing  level  have  had  significant  effect  upon  the  prescription 
business  of  the  retail  druggist.  A  fundamental  aspect  of  this  change  is 
described  by  the  following  quotation  from  a  speech  made  by  Mr.  El- 
mer H.  Bobst,  president  of  the  Warner-Hudnut,  Inc.,15  as  reported  in 
January,  1953,  by  Drug  and  Cosmetic  Industry: 

.  .  .  The  growth  in  the  number  of  pharmaceutical  specialties  designed  for 
the  treatment  of  specific  ailments  has  resulted  in  the  assumption  by  the  ethical 
drug  industry  of  a  vastly  increased  measure  of  responsibility  for  the  welfare  of 
the  medical  patients  .  .  .  85%  of  all  prescriptions  dispensed  today  are  special- 
ties, whereas  35  years  ago,  80%  of  prescriptions  were  compounded  by  pharma- 
cists from  standard  base  chemicals  .... 

The  increase  in  the  number  of  pharmaceutical  specialities  has 
brought  problems  to  the  retail  druggists  and  to  all  segments  of  the 
industry.  Because  of  the  pervasive  character  of  the  problems,  they  will 
be  discussed  in  a  subsequent  section  after  other  aspects  of  the  industry 
have  been  described. 

PROMOTION 

"Ethical"  drugs,16  which  are  usually  sold  on  prescription,  or  for  usage 
under  professional  direction,  seldom  are  advertised  directly  to  the  pub- 
lic but  are  promoted  to  doctors  (estimated  to  number  about  156,000), 
to  hospitals,  and  to  druggists  through  advertising  in  professional  and 
trade  journals,  through  direct  mail,  and,  of  increasing  importance, 
through  "detail  men,"  a  type  of  salesman  peculiar  to  the  drug  industry. 

Although  the  detail  man  is  usually  authorized  to  take  orders,  his 
chief  function  is  to  introduce  and  promote  his  company's  products  to 
the  doctor  who  will  then  specify  them  in  the  prescriptions  he  writes. 
In  general,  the  detail  men  have  more  specialized  educational  back- 
ground and  other  qualities  not  ordinarily  required  of  sales  personnel 

lo  In  May,  1946,  shortly  after  Mr.  Bobst  became  president,  the  company  announced  the 
discontinuance  of  all  standard  pharmaceuticals  and  galenicals,  elixirs,  tinctures,  sirups, 
pills,  and  tablets  in  order  to  devote  all  research  and  production  facilities  ( of  the  Warner 
company;  to  the  development,  manufacture,  and  distribution  of  ethical  drug  and  medicinal 
chemicals  and  pharmaceutical  preparations.  In  January,  1953,  this  company  acquired  the 
Chilcott  Laboratories,  Inc.,  now  operated  as  a  division. 

16  Includes  veterinary  drugs  also. 
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and  hence  command  higher  salaries.  Some  pharmaceutical  manufac- 
turers, for  example,  the  Armour  Pharmaceutical  Laboratories,  have 
inaugurated  concentrated  training  programs  for  their  entire  staff  of 
detail  men.  The  purpose  of  this  training,  in  the  case  of  the  Armour 
Laboratories  at  least,  has  been  expressed  as  follows:  "We  cannot  and 
do  not  wish  to  give  you  so  much  information  that  you  will  consider 
yourself  more  of  an  authority  than  the  doctor.  Your  stature  will  rise 
in  his  estimation  if  you  show  a  good  understanding  of  fundamentals 
and  refrain  from  speaking  of  minute  details."17  In  the  opinion  of  one 
analyst,  a  major  ethical  drug  manufacturer  might  employ  from  750  to 
900  men  for  its  detailing  program.  According  to  one  research  study,18 
which  was  designed  as  a  first  step  toward  the  evaluation  of  the  relative 
influence  of  the  various  promotional  methods  cited  previously  and  also 
professional  communication,  an  average  of  3.4  detail  men  called  upon 
each  of  the  doctors  included  in  a  concentrated  sample  during  one  week. 
The  doctors'  reactions  to  detail  men  were  reported  to  be  generally 
favorable,  with  only  14%  indicating  a  definitely  unfavorable  attitude. 
Concerning  journal  advertising,  this  study  comments  as  follows: 

To  a  striking  extent,  physicians  are  favorably  disposed  toward  advertising  as 
such.  It  provides  them  with  a  great  deal  of  technical  information  which  is  useful 
in  day-to-day  practice  ....  And,  because  of  the  peculiar  nature  of  the  market, 
medical  advertising  often  contains  offers  of  samples  and  services;  it  almost  never 
descends  to  terms  and  prices. 

.  .  .  Since  the  definition  of  a  company  as  a  "large  drug  house"  depends  to  a 
great  extent  on  its  advertising,  it  would  appear  that  product  and  institutional  or 
combination  advertising  are  indispensable  to  the  firm  trying  to  establish  its  brand 
names  .... 

RESEARCH  AND   ITS  PRODUCTS 

Research  made  possible  the  tremendous  growth  of  the  pharmaceutical 
industry  in  recent  years.  The  character,  complexity,  scope,  and  costs  of 
this  research  were  of  such  proportion  that  no  comprehensive  picture 
can  be  given  in  a  brief  study  of  the  industry;  only  a  relatively  meager 
"outline"  can  be  sketched.  For  medical  research  in  1953,  it  was  esti- 
mated that  government,  industry,  and  philanthropists  were  spending 
$181,000,000.19  Of  the  problems  of  clinical  medical  research,  only  a 
single  aspect  of  medical  research  as  a  whole,  Dr.  Theodore  G.  Klumpp, 
president  of  Winthrop-Stearns  (ethical  subsidiary  of  Sterling  Drug 

17  Chemical  Week,  January  17,  1953,  p.  50. 

18  Theodore  Caplow,  "Market  Attitudes:  A  Research  Report  from  the  Medical  Field" 
Harvard  Business  Review,  Vol.  XXX,  No.  6,  pp.  105-12. 

19  The  New  York  Times,  August  21, 1953,  p.  9. 
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Company),  pointed  our  that  the  introduction  of  a  new  drug  was  "an 
infinitely  complex  opetation  beset  with  financial  hazards'*  "and  went 
on  to  state:  "Few  know  of  the  extremely  complicated  technical  diffi- 
culties that  stand  in  the  way  of  invention:  of  the  problems  of  laboratory 
and  pharmacological  evaluation;  of  the  exacting  and  costly  controls 
necessary  to  safeguard  the  identity,  strength,  quality,  and  purity  of 
drugs:  of  the  highly  specialized  know-how  involved  in  getting  clinical 
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studies;  of  what  is  entailed  in  meeting  the  requirements  of  the  Xew 
Drug  Section  of  the  Focc.  Drug,  and  Ccsmenc  Act.": 

In  a  study  entitled  Spending  for  Industrial  Research.  1951,  1952. 
nine  drug  firms  with  total  sales  of  $~2  .000.000  and  $"22,000,000 
for  1951  and  1952  reported  an  expenditure  for  research  in  those 
years  of  4.6 r:  and  5.1-7  of  sales,  respectively.11  See  Exhibit  11  for 

;  Theodore  G.  Klumpp,  Troblems  of  Clinical  Medical  Research,"  Drug  and  Cosmetic 
Industry.  April,  1953,  p.  467. 

21  DeWitt  C  Dearborn,  Rose  W.  Kneznek.  Robert  N.  Anthony,  Spending  for  Indus- 
trial Research.  1951,  1952  (Boston:  Division  of  Research.  Harvard  Business  School 
1953), p.83. 
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other  data  included  in  this  study  concerning  the  research  activities  of 
these  nine  drug  firms  in  1951  and  1952. 

Further  insight22  on  the  problems  of  research,  both  fundamental  and 
applied,  may  be  gained  from  some  miscellaneous  information  included 
in  the  booklet  The  Chemical  Industry  as  follows: 

Of  the  14,000  medicinal  chemicals  tested  for  antimalarial  activity,  only  two 
have  been  found  satisfactory.  Only  four  antispasmodic  drugs  out  of  hundreds 
tested  and  classified  are  now  widely  used.  More  than  5,000  pain  relieving  com- 
pounds have  been  developed,  but  only  eight  are  commonly  used.  Some  of  the  im- 
portant investigators  in  antibiotics  failed  to  strike  pay  dirt;  one  company  spent 
$2,000,000  over  a  four-year  period  without  success.  Research  investments  of 
millions  without  marketable  results  are  not  uncommon.  To  develop  one  of  the 
newest  wide-range  antibiotics,  a  team  eventually  numbering  55  scientists  spent 
2  1/2  years  examining  100,000  soil  samples  at  an  approximate  cost  of  $4,000,- 
000.  (Only  76  of  the  100,000  soil  samples  showed  any  antibiotic  activity  at  all.) 
It  has  been  estimated  that  $25,000,000  has  been  spent  during  the  past  five  years 
for  research  in  the  development  of  ACTH,  cortisone  and  other  pituitary  and 
adrenal  hormones.  It  will  be  many  years  before  profits  equal  expenditures. 

Later,  the  same  source23  points  out: 

Working  with  government  and  universities,  industry  expended  $25,000,000 
on  penicillin  research  and  development.  The  venture  paid  off  and  shattered  all 
records  for  speed  of  production.  By  the  end  of  World  War  II  companies  were 
producing  enough  so  that  it  quickly  became  available  for  civilian  needs. 

RESEARCH  PERSONNEL 

The  cost  of  maintaining  a  trained  worker,  including  the  necessary 
auxiliary  services,  has  been  estimated  at  from  $20,000  to  $25,000 
annually.  A  survey  of  the  National  Research  Council  in  1950  showed 
that  there  were  1,938  chemists  and  1,375  "other  professionals"  en- 
gaged in  research  in  "drugs  and  medicines"  in  industrial  laboratories. 
But  still  by  early  1953  the  supply  of  qualified  personnel  was  not  ade- 
quate as  is  indicated  by  a  statement24  in  a  trade  journal  as  follows: 

The  technical  situation  has  gone  beyond  the  critical  stage.  Everywhere 
throughout  the  industry  there  exists  a  very  serious  shortage  of  well-trained,  not 
to  mention  experienced,  scientists.  Where  can  one  get  really  capable  pharma- 
ceutical chemists,  biochemists,  pharmacologists,  physicists,  engineers — chemical 
or  pharmaceutical? 


22  Manufacturing  Chemists  Association,  Inc.,  The  Chemical  Industry  (Washington,  D.C., 
1953),  p.  60. 

23  Ibid.,  p.  100. 

24  By  Francis  Chilson,  Industrial  Consultant,  Drug  and  Cosmetic  Industry,  March,  1953, 
p.  365. 
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During  1950—52  major  research  expansion  rook  place  in  companies 
throughout  the  industry,  for  examole.  in  G.  D.  Searle  &  Co.:  Sharp  & 
Dohme;  Abbott  Laboratories;  Sterling  Drug;  and  Parke.  Davis  &  Com- 
pany. The  Merck  Institute  for  Therapeutic  Research  was  provided  with 
a  large  new  building  to  accommodate  the  expanding  activities  of  its 
scientific  starr.  The  continuing  expansion  of  the  research  laboratory 
facilities  themselves  is  attested  to  by  announcements  in  trade  journals 
concerning  new  laboratories  during  the  first  part  of  1953  as  follows: 
the  opening  of  new  virus  research  laboratories  bv  Parke.  Davis  & 
Company  was  announced.  vvyeth  Laborarories  constructed  a  new  lab- 
orarory  for  applied  research"  in  viruses.  EH  Lilly  commenced  the  con- 
struction of  a  "multimillion-dollar"  development  and  control  building 
:c  re  ^ncwr.  as  :he  Tiooecaoce  Lab-oratories   Laraverte.  Iociaoa 

A  consideration  of  the  development  of  some  specific  product  groups 
provides  a  oasis  :or  roe  uooersraooioc  o:  roe  oarrero  of  research  within 
the  pharmaceutical  industry  as  well  as  the  success  and  problems  of  the 
industry. 

PRODUCTS  OF  RESEARCH 

1.  S:*.y  D'-ooj".  The  era  or  roe  so-called  "wonder  drugs"  com- 
menced with  the  sulfas  in  the  late  1930  s,  and  of  this  family  of  drugs, 
sulfanilamide  was  the  first  to  be  produced.  It  came  from  a  drug  called 
Prontosil.  which  was  derived  from  coal  tar  and  would  kill  strepto- 
coccus germs.  In  1935  the  French  learned  the  secret  of  Prontosil, 
originally  discovered  by  the  Germans,  and  published  it.  Through  the 
alteration  of  the  chemical  composition.  United  States  manufacturers, 
particularly  Sharp  &  Dohme.  subsequently  succeeded  in  developing 
variants  with  cerrain  clinical  advantages  such  as  sulfamerazine.  sulfa- 
diazine, sulfathiazole,  and  sulfaguamdine.  Sulfa  drugs  superseded  the 
pneumonia  serums  discovered  in  the  early  1930s  and  were,  in  turn, 
at  least  partly  displaced  in  the  treatment  of  this  disease  by  penicillin 
and  other  antibiotics  beginning  in  the  mid- 1 940 's.  The  sulfa  drugs, 
however,  are  still  widely  used  in  the  treatment  of  various  diseases,  and 
the  total  quantity  used  has  been  maintained.  Sulfa  drugs  are  continuing 
to  be  developed,  such  as  sulfathiourea.  announced  in  Mav.  1953,  by 
the  Schenley  Laboratories.  This  drug  is  said  to  have  "high  bacteriostatic 
activity  against  organisms  now  fast  to  other  sulfas  and  against  some 
pathological  fungi"  Gantrisin  ( sulnsoxazole  ) .  developed  by  HorTman- 
LaRoche.  is  the  leader  among  the  single  sulfonamides  sold  on  prescrip- 
tion. Sulfa  drugs  are  also  being  produced  as  compounds  with  antibiotics, 
such  as  Pentresamide.  a  penicillin  sulfa  combination  of  Sharp  & 
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Dohme,  and  Aureomycin  triple  sulfa  of  the  Lederle  Laboratories. 

2.  Antibiotics.  Penicillin,  the  first  of  the  antibiotics  or  mold  micro- 
organisms,2' was  discovered  in  1928  through  chance  in  the  course  of  a 
research  program  carried  on  by  a  British  scientist,  Dr.  Alexander 
Fleming.  The  first  chemical  experiments,  however,  were  not  under- 
taken until  1941,  and  large-scale  production  did  not  get  under  way 
until  1942  when  the  British  enlisted  the  aid  of  the  United  States 
government  and  American  industry  to  increase  production  of  penicillin. 
Streptomycin,  discovered  as  a  product  of  soil  bacteria  by  Selman  W aks- 
man  in  1944,  was  produced  commercially  first  by  Merck  in  1946  and 
soon  thereafter  by  other  companies  with  fermentation  production  facili- 
ties. Both  these  antibiotics  are  unrestricted  as  to  production  by  other 
companies. 

Research  to  find  other  molds  that  would  be  effective  in  combating 
diseases  not  controlled  by  penicillin  and  streptomycin  led  to  the  dis- 
covery of  the  so-called  broad  spectrum  antibiotics:  Chloromycetin 
(chloramphenicol)  in  1947  by  Parke,  Davis  &  Company;  Aureo- 
mycin26 ( chlorotetracycline  HCL)  in  1948  by  the  Lederle  Laboratories; 
Terramycin  ( oxytetracycline )  in  1950  by  Chas.  Pfizer  &  Company, 
Inc.;  and  erythromycin2'  first  brought  out  by  Eli  Lilly  and  Company, 
which  patented  it  as  Ilotycin,  and  then  by  Abbott  Laboratories  under 
the  trade-mark  Erythrocin,  and  most  recently  by  the  Upjohn  Company 
under  the  trade-mark  Erythromycin-Upjohn.  Erythromycin,  a  discovery 
restricted  to  these  three  companies,  is  said  to  be  effective  for  treatment 
of  those  persons  who  would  be  hypersensitive  to  penicillin  and  other 
antibiotics  and  also  is  a  specific  against  undulant  fever. 

Variants  "elaborations,"  or  compounds  of  these  antibiotics,  have 
been  developed.  Penicillin,  for  example,  is  now  being  produced  under 
trade-marked  names  as  follows :  Procaine26  Penicillin  ( Eli  Lilly ) ;  Pera- 
pen  (Pfizer),  a  long-acting,  stable  form  of  penicillin;  Panbiotic  (Bris- 
tol), a  combination  of  several  penicillin  compounds  plus  a  suitable 
buffering  agent  in  dry  form;  Bicillin  (Wyeth),  containing  three  forms 
of  penicillin.  During  1952,  moreover,  Pfizer  offered  15  new  elabora- 
tions, or  dosage  forms,  of  Terramycin  in  an  endeavor  to  broaden  the 
market  for  its  basic  product.  In  the  fall  of  1953,  both  Lederle  and 
Pfizer  announced  the  development  of  a  potent  new  antibiotic  tetra- 


2o  See  Exhibit  5  for  uses  of  these  antibiotics. 

26  Benjamin  M.  Dugan  isolated  organism  from  which  Aureomycin  was  produced. 

27  The  New  York  Times.  November  4,  1952,  p.  44. 

2b  Procaine,  a  synthetic  anesthetic  with  the  properties  of  cocaine  but  much  less  toxic,  is 
used  where  local  anesthesia  is  required. 
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cycline,  which  is  a  fundamental  part  of  the  structure  of  both  Aureo- 
mycin  ( chlorotetracycline )  and  Terramycin  ( oxytetracycline ) .  Tetra- 
cycline is  sold  under  the  trade  names  Achromycin  (Lederle),  Tetracyn 
( Pfizer ) ,  and  Panmycin  ( Upjohn ) . 

3.  Nitrofurans.  In  early  1953  the  Eaton  Laboratories  (Norwich 
Pharmacal  Company)  announced  the  general  availability  of  a  new 
antibacterial  drug,  Nitrofuran,  a  broad-spectrum,  antimicrobial  agent 
that  acts  in  a  manner  similar  to  the  antibiotics  and  the  sulfonamides. 
It  was  said  that  bacteria  appeared  to  develop  resistance  to  it  "very 
slowly,"  and  only  to  "a  limited  extent." 

4.  Hormones:  Cortisone;  Hydrocortisone  {Compound  F);  ACTH. 
The  Chemical  Industry  comments  as  follows: 

A  dramatic  advance  in  medicinal  chemistry  in  this  generation  has  been  the 
discovery  of  cortisone  (from  the  cortex  of  the  adrenal  gland)  and  adreno- 
cortico-tropin-hormone29  (from  the  pituitary  gland)  and  their  use  in  the  treat- 
ment of  a  number  of  diseases.  These  compounds  at  present  find  their  greatest 
application  in  the  treatment  of  rheumatoid  and  certain  other  forms  of  arthritis, 
rheumatic  fever,  certain  inflammatory  eye  diseases,  bronchial  asthma,  skin  con- 
ditions, and  other  diseases.  Hydrocortisone,  related  to  and  more  potent  than 
cortisone,  has  been  found  useful  in  the  foregoing  diseases  and,  in  addition,  is 
particularly  suited  for  injection  into  joints  affected  with  rheumatoid  arthritis, 
producing  local  relief  without  generalized  systemic  effects. 

The  benefits  of  these  hormones  are  incalculable.  In  this  country  alone,  rheu- 
matoid arthritis  and  its  variants  affect  an  estimated  7,500,000  people  .  .  .  . 
Control  of  these  and  other  diseases  relieves  the  pain  and  suffering  of  countless 
people  and  enables  many  of  them  to  resume  normal  activities.30 

In  1935  Dr.  Edward  Calvin  Kendall  of  the  Mayo  Clinic  isolated 
cortisone,  a  hormone  produced  by  the  adrenal  gland,  and  Dr.  Philip 
Hench,  also  of  the  Mayo  Clinic,  discovered  the  value  of  this  hormone 
in  the  treatment  of  rheumatoid  arthritis.  Because  of  the  complications 
of  extraction,  over  a  period  of  seven  years  Dr.  Kendall  could  extract 
only  40  or  50  grams  from  120  tons  of  adrenal  glands  of  cattle.  Merck 
&  Co.,  Inc.,  undertook  the  problem  of  synthesizing  the  product  and 
ultimately  developed,  in  1949,  a  process  that  involved  a  36-step  syn- 
thesis and  required  bile  from  400  steers  to  produce  one  gram  of 
cortisone,  a  ten-day  supply  for  one  patient.  In  the  fall  of  1952  Merck 
succeeded  in  effecting  the  synthesis  of  cortisone  from  "readily  available 
chemicals."  Meanwhile,  however,  the  Schering  Corporation  developed 

29  Generally  referred  to  as  ACTH,  the  trade-marked  name  of  the  Armour  Laboratories 
product. 

30  Manufacturing  Chemists  Association,  Inc.,  The  Chemical  Industry  (Washington,  D.C., 
1953;, p.  76. 
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a  process  for  producing  cortisone  by  a  synthesis  similar  to  the  Merck 
process  but  requiring  fewer  steps.  In  the  spring  of  1952,  furthermore, 
the  laboratories  of  the  Upjohn  Company  succeeded  in  discovering  a 
fermentation  process  for  speeding  the  synthesis  of  cortisone  and  im- 
mediately applied  for  a  certificate  of  necessity  to  build  a  plant  for 
manufacturing  cortisone  by  this  method.  According  to  The  New  York 
Times  of  August  16,  17,  and  21,  1952,  "price  cuts"  were  announced 
by  Merck,  Schering,  and  Upjohn,  respectively. 

In  June,  1953,  E.  R.  Squibb  &  Sons  announced,  as  the  result  of 
research  through  a  new  synthesis  of  hydrocortisone,  five  active  halo- 
genated  cortisone  and  hydrocortisone  derivatives.  Two  of  the  new 
derivatives  were  said  to  be  "precedent  shattering  in  their  field"  and 
exceeded  cortisone  in  biological  activities.  Chemical  evaluation  was 
still  continuing. 

At  the  annual  meeting  of  the  Society  of  American  Bacteriologists  on 
August  12,  1953,  a  team  of  scientists  from  the  Syntex  Laboratories  re- 
ported a  way  of  increasing  the  production  of  cortisone  and  related  hor- 
mones. Through  the  use  of  a  breed  of  microbes,  according  to  this  group 
of  scientists,  these  organisms  were  able  to  do  in  a  few  easy  maneuvers 
what  used  to  require  dozens  of  difficult,  expensive  chemical  procedures. 
Dr.  Rubin,  who  spoke  for  the  group,  said  the  new  procedure,  based  on 
the  use  of  microbes,  might  cut  the  cost  of  Compound  F  (hydrocorti- 
sone), which  is  slightly  more  expensive  than  cortisone,  by  as  much  as 
90%.  Although  the  Upjohn  Company  uses  microbes  for  its  production 
of  cortisone  as  announced  in  1952,  the  Syntex  process  "can  yield  not 
only  cortisone  but  also  Compound  F  (hydrocortisone),  various  male 
and  female  sex  hormones  (testosterone  and  estrone)  as  well  as  'DOCA' 
for  the  treatment  of  Addison's  disease."  The  new  process  utilizes  "the 
microbes  to  change  the  starting  material,  a  complex  chemical  ex- 
tracted from  a  plant  root  into  a  simple  substance,  diosgenin.  Other 
bacterial  transformations  then  change  the  diosgenin  into  intermediates, 
which  are  finally  handled  by  chemical  process."31  The  contractual 
agreement  between  Syntex,  S.  A.,  and  the  Chas.  Pfizer  &  Co.,  Inc. 
was  referred  to  previously. 

On  August  23,  1953,  newspapers  published  an  announcement  made 
by  the  Monsanto  Chemical  Company  that  its  scientists  had  developed  a 
process  for  the  production  of  cortisone.  This  process  started  with  a 
cheap  raw  material  and  involved  the  discovery  of  new  and  more 
practical  intermediates,  as  well  as  the  simplification  of  a  synthesizing 


The  New  York  Times,  August  13,  1953,  p.  9. 
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procedure  originated  in  1951  by  Dr.  Robert  B.  Woodward  of  Harvard. 
The  raw  material  used  bv  Dr.  Woodward  was  orthotoluidine/" 

ACTH,  or  the  adrenocorticotropic  hormone  I  derived  from  the 
pituitary  gland),  acts  upon  the  adrenal  gland  and  stimulates  it  to 
secrete,  and  thus  the  gland  itself  produces  cortisone  and  hydrocortisone. 
In  November,  1952,  Armour  Pharmaceutical  Laboratories  announced 
it  had  achieved  a  pure  form  of  ACTH  toward  which  it  had  been  di- 
recting its  research  efforts  for  three  years.  Wilson  and  Company  also 
produces  ACTH  under  its  trade  name  of  Corticotropin-gel  Wilson,  and 
in  1952  brought  out  a  purified  form. 

Other  products  that  might  prove  effective  for  the  type  of  diseases 
treated  by  cortisone  products  or  ACTH  are  currently  being  investigated 
or  developed.  For  example,  butazolidin.  an  analgesic  which  has  certain 
properties  similar  to  cortisone  and  ACTH,  is  now  on  the  market.  The 
new  drug  exerts  an  anti-inflammatory  effect  chemical!)  on  rheumatoid 
arthritis.33 

Abbott  Laboratories  in  July.  1953.  obtained  a  patent  on  a  new 
therapeutic  compound  ( 2-3-5 -trihydrox-4  benzoic  acid)  that  has 
shown  an  indication  of  being  an  antiarthritic  agent,  particularly  in 
treatment  of  rheumatoid  arthritis.04 

Isolation  in  pure  crystalline  form  of  the  adrenal  gland  hormone 
( electrocortin  )  that  controls  utilization  of  minerals  essential  to  life  was 
announced  at  Geneva,  Switzerland.  August  25.  1953.  It  was  said  to 
be  ''one  of  the  outstanding  medical  triumphs  in  modern  times."  The 
announcement  was  made  by  Dr.  Tadeus  Reichstein  (Basle)  who 
shared  the  Nobel  Prize  in  medicine  with  Drs.  Edward  C.  Kendall  and 
Philip  Hench  for  his  independent  isolation  and  determination  of  corti- 
sone and  hydrocortisone.30 

5.  Vitamin  B12.  One  of  the  outstanding  achievements3*  of  the  cur- 
rent era  of  research  was  the  isolation  of  the  antipernicious  anemia 
(APA)  factor  known  to  exist  in  liver  extracts  since  1925.  Its  isolation 
was  made  difficult  because  the  method  of  research  that  was  used  de- 
pended very  logically  on  the  fractionation  of  liver  components.  How- 
ever, this  method  could  be  guided  only  by  testing  such  fractions  on  a 

32  Ibid.,  August  21,  1953,  p.  15,  and  August  23,  1953,  p.  9. 

33  Bernard  Brodie,  Drug  Metabolism.*'  Drug  and  Cosmetic  Industry.  February,  1953, 
pp.  274-75. 

34  Drug  and  Cosmetic  Industry.  July,  1953,  pp.  93-94. 

35  The  New  York  Times,  August  26,  1953,  p.  29. 

36  "Antibiotics  in  the  Barnyard,"  Fortune,  pp.  118-21,  134,  137-40. 
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patient  who  had  pernicious  anemia  and  yet  was  not  being  treated  with 
commercial  liver  extracts.  Karl  Folkers,  the  director  of  a  group  of 
chemists  with  Merck  &  Co.,  Inc.,  resumed  work,  interrupted  by 
World  War  II,  on  this  research  project  in  1947  and  endeavored 
to  find  a  more  expeditious  method  for  the  assaying  of  APA  activity. 
An  answer  to  this  problem  was  provided  through  the  incidental  results 
of  a  research  study  of  the  food  requirements  of  a  microorganism  Lacto- 
bacillus lactis  Dorner  (LLD)  then  being  carried  on  at  the  University 
of  Maryland.  In  the  course  of  this  project  it  was  observed  that  the 
more  liver  extract  these  microorganisms  were  fed,  the  faster  they  grew. 
Upon  learning  of  this  circumstance,  Folkers  began  to  use  LLD  in 
the  testing  of  liver  fractions  and  by  early  1948  isolated  a  pure  APA 
factor — a  bright  red,  crystalline  substance  which  he  designated  as  vita- 
min B12.  The  potency  of  this  substance  was  so  great  that  one  microgram 
of  it  a  day  would  relieve  pernicious  anemia.  A  week  after  the  Merck 
discovery  was  published,  a  group  of  British  scientists  announced  that 
they  had  isolated  this  substance  but  had  not  employed  the  LLD 
method.  Merck  &  Co.,  Inc.,  began  conducting  research  for  the  com- 
mercial production  of  the  substance  even  before  it  was  discovered. 
And  subsequently  it  was  found  that  the  organism  streptomyces,  which 
produced  streptomycin,  also  manufactured  vitamin  B12.  By  the  spring 
of  1949,  Merck  was  making  vitamin  B12  in  pure  form  for  the  treatment 
of  pernicious  anemia,  as  well  as  in  crude  form  for  animal  feeds. 

In  early  1953,  Organon,  Inc.,  a  United  States  subsidiary  of  a  Dutch 
pharmaceutical  manufacturer,  announced  the  production  of  Byfacton 
tablets,  composed  of  vitamin  B12  and  "Castle's  Intrinsic  Factor,"  which 
is  a  carrier  for  B12  to  promote  the  infiltration  of  the  vitamin  into  the 
blood  stream.  Organon  obtains  the  factor  from  the  stomachs  of  swine. 
At  the  time  of  the  announcement,  Organon  stated  that  it  was  "the  first 
effective  oral  preparation  for  the  treatment  of  pernicious  anemia." 
Armour  Laboratories  also  began  in  early  1953  to  distribute  the  tablet 
Bipar  containing  vitamin  B12  and  an  "intrinsic  factor." 

6.  Antituberculosis  Drugs.  Initially  the  antibiotic,  streptomycin, 
discovered  in  1944,  was  used  as  a  specific  for  the  treatment  of  certain 
types  of  tuberculosis,  but  eventually  it  was  found  that  tuberculosis 
bacteria  sometimes  became  resistant  to  this  antibiotic  when  used  con- 
tinuously over  an  extended  period.  Subsequently,  streptomycin  was 
used  in  conjunction  with  PAS  (para-aminosalicylic  acid)  for  the  treat- 
ment of  tuberculosis.  Meanwhile,  two  companies,  Hoffmann-LaRoche, 
Inc.  (Nutley,  New  Jersey),  and  E.  R.  Squibb  &  Sons  independently 
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discovered  that  the  chemical,  isonicotinic  acid  hydrazide,37  known  as 
isoniazid,  appeared  effective  in  the  treatment  of  pulmonary  tuberculosis 
and  announced  their  discovery  almost  simultaneously.  According  to 
The  New  York  Times,38  before  June  4,  1952,  when  the  U.S.  Food  and 
Drug  Administration  authorized  sales  of  the  chemical  for  treating  tu- 
berculosis, "three  continents  were  racing  to  prepare  it  for  market."  Bv 
February,  1953,  34  companies  had  their  own  trade-marked  brand  of 
the  drug  on  the  market  and  the  price  had  been  cut  to  the  point  where 
no  company  was  making  a  profit,  according  to  another  source.39  Al- 
though the  synthesis  of  isoniazid  was  reported  in  a  German  chemical 
journal  in  1912,  Hoffmann-LaRoche  commented  that  "hundreds  of 
thousands  of  dollars"  had  been  spent  on  research  in  tuberculosis  before 
its  laboratory  specialists  "hit  on"  isoniazid.  It  was  reported  that  Squibb 
also  had  spent  "vast  sums"  before  that  company  discovered  the  drug. 

In  the  trade  journal  Chemical  Week  of  February  28,  1953,  both 
Chas.  Pfizer  &  Company  and  Parke,  Davis  &  Company  announced 
the  production  of  an  antibiotic,  viomycin  (Pfizer  trade-marked  name 
is  Viocin),  for  the  treatment  of  three  different  types  of  tuberculosis, 
especially  for  those  cases  that  had  proved  resistant  to  other  types  of 
medication.  E.  R.  Squibb  &  Sons  announced  in  June,  1953,  the  syn- 
thesis of  a  "promising  new  group"  of  antituberculosis  compounds,  thio- 
carbonlides,  which  "combine  high  antituberculosis  activity  with  low 
toxicity."  During  the  period  of  the  test  conducted  by  Squibb,  resistant 
strains  of  the  organism  did  not  develop.  The  Pfizer  company  announced 
in  April,  1953,  a  compound  of  streptomycin  and  isoniazid,  called 
streptohydrazid,  for  combating  tuberculous  germs  able  to  withstand 
the  attacks  of  either  streptomycin  or  isoniazid  separately. 

VETERINARY  MEDIC INALS,  ANIMAL  FEED  SUPPLEMENTS,  AGRICULTURAL 
DRUGS 

The  drugs  that  have  been  beneficial  in  improving  the  health  of  hu- 
man beings  are  proving  to  be  equally  effective  in  the  control  of  dis- 
eases that  affect  livestock  and  poultry.  Many  antibiotics  and  vitamin 
B12  act  as  growth  stimulants  for  some  animals  and  poultry.  It  has  been 
estimated  that  a  teaspoonful  of  the  wide-range  antibiotics  in  a  ton  of 


37  Hydrazide,  a  chemical  made  from  ammonia,  is  the  starting  material  for  isoniazid. 
Manufacturing  Chemists  Association,  Inc.,  The  Chemical  Industry  (Washington,  D.C., 
1953),  p.  35. 

38  February  23,  1953,  p.  27. 

"'  Substitution  and  Competition,"  Drug  and  Cosmetic  Industry,  May,  1953,  pp. 
610-11. 
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feed  will  result  in  reductions  of  10%  in  growing  time,  in  the  amount  of 
feed,  and  in  the  mortality  rates  for  calves,  lambs,  hogs,  chickens,  and 
turkeys.40  Vitamin  B12  ,  moreover,  proved  to  be  the  active  part  of  the 
growth  factor  or  "animal  protein  factor"  (APF)  which  is  vital  to  the 
growth  of  poultry,  swine,  and  other  "nonruminants."  The  animal  pro- 
tein factor  itself  was  the  objective  of  research  for  two  decades.  The 
potency  of  Bi2  is  illustrated  by  an  estimate  that  200  pounds  of  Bi2 
could  fortify  15,000,000  tons  of  feed  or  supply  animal  protein  factor 
in  a  quantity  that  would  require  a  billion  pounds  of  meat  and  fish  by- 
products to  supply.  Other  vitamins  used  in  animal  feeds  include  ribo- 
flavin, calcium  panthothenate,  niacin,  choline  chloride,  vitamin  A, 
vitamin  D,  betaine  hydrocloride,  and  folic  acid. 

Shortly  before  the  discovery  of  vitamin  Bi2  by  Merck,  the  Hoosier 
Soybean  Mills  developed  from  decaying  yeast  a  commercial  source  of 
the  "APF  supplement"  for  animal  feeds  and  placed  it  on  the  market. 
But  at  that  time  the  company  did  not  know  its  product  contained  Bi2.41 

The  discovery  that  the  antibiotics  had  an  effect  on  growth  came 
about  by  chance  as  the  result  of  the  research  efforts  by  the  Lederle 
Laboratories  to  find  a  microorganism  for  the  production  of  vitamin  Bi2. 
Lederle  found  that  streptomyces  aureofaciens,  which  it  used  for  the 
production  of  its  Aureomycin,  by  a  suitable  extraction  process  would 
produce  a  crude  form  of  vitamin  Bi2  (the  isolation  of  Bi2  by  Lederle's 
method  occurred  only  shortly  after  Merck's  achievement  early  in 
1949).  Subsequently,  scientists  of  Lederle's  animal  nutrition  depart- 
ment observed  that  chickens  fed  on  the  Lederle  crude  Bi2  grew  faster 
than  those  fed  on  pure  vitamin  Bi2.  They  began  to  suspect  that  the 
traces  of  Aureomycin  in  the  crude  forms  might  be  responsible.  Finally, 
after  some  months,  they  experimented  with  pure  Aureomycin.42  In 
March,  1950,  Lederle  announced  that  a  "pure  antibiotic  could  stimu- 
late growth  by  a  mechanism  still  unknown."  Other  producers  of  anti- 
biotics then  began  to  experiment  with  the  various  antibiotics  as  stimu- 
lants to  animal  and  poultry  growth.  By  1951,  sales  of  antibiotic  feed 
supplements  exceeded  $15,000,000. 

From  a  report43  by  G.  E.  Hawley  and  K.  G.  Luther  of  the  Pfizer 
company,  published  in  1953,  it  would  appear  that  penicillin  had  been 
found  to  be  most  effective  for  producing  growth  in  poultry,  whereas 

40  Manufacturing  Chemists  Association,  Inc.,  The  Chemical  Industry  (Washington,  D.C., 
1953),  p.  84. 

41  "Antibiotics  in  the  Barnyard,"  Fortune,  March,  1952,  p.  137. 

42  Ibid.,  pp.  118,  119,  134,  137. 

43  Chemurgic  Digest,  May,  1953,  pp.  8-13. 
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Terramycin  and  Aureomycin  were  especially  effective  for  swine  and 
calves.  Antibiotics  in  feed  for  ruminants  have  been  found  to  reduce 
costs  by  3%  to  6%.  Dr.  Hawley  indicated  that  high-level  feeding  of 
antibiotics  to  animals  also  had  proved  to  be  a  convenient  and  effective 
means  of  medication  in  the  treatment  and  control  of  many  tvpes  of 
infectious  diseases. 

In  addition  to  the  antibiotics  for  the  control  of  diseases,  recent 
veterinary  medicines  include  the  hormones.  ACTH.  and  cortisone.  Fur- 
thermore, sulfa  drugs,  such  as  sulfaquinoalme  and  sulfamethazine  ( for 
the  control  of  coccidiosis  in  chickens  I .  and  phenothiazine  have  saved 
millions  of  dollars  in  the  raising  of  livestock  and  poultry. 

The  medicinal  chemical  and  pharmaceutical  manufacturers  have  a 
double  interest  in  the  livestock  industry,  and  they  appear  to  have  recog- 
nized its  possibilities.  Formerly,  the  major  suppliers  of  veterinary  prod- 
ucts were  firms  that  specialized  in  animal  health  goods,  but  since  the 
discovery  of  antibiotics  and  their  importance  in  animal  husbandry, 
manufacturers  of  pharmaceuticals  for  humans  have  expanded  their 
activities  in  veterinary  products.  Merck.  Pfizer.  Lederle.  Abbott.  Up- 
john. \Tinthrop-Stearns,  \Tyeth.  and  Parke.  Davis,  for  example,  pro- 
vide antibiotics,  as  well  as  sulfa  drugs  and  vitamins,  for  animals.  In 
early  1953.  both  Pfizer  and  Squibb  announced  the  establishment  of 
experimental  farms.  On  the  Prizer  farm  and  in  its  laboratories  an  at- 
tempt will  be  made  to  co-ordinate  veterinary  and  nutritional  livestock 
science.  In  1955.  Hoffmann-LaRoche  established  a  new  animal  nutri- 
tion division.  In  May.  1953.  the  Hevden  Chemical  Corporation  intro- 
duced a  new  B12  feed  supplement  to  be  used  with  its  antibiotic  feed 
supplement.  Early  in  1955.  National  Distillers  Product  Company,  a 
subsidiary  of  U.S.  Industrial  Chemicals  Company,  was  advertising  a 
new  vitamin  By_  feed  supplement.  In  June.  Eli  Lilly  began  marketing 
Duracillm  A.  S.  procaine  penicillin  G  for  veterinary  use  only  for  the 
first  time  in  its  history. 

DRUGS   IN  AGRICULTURE 

In  an  article  entitled  "Drugs  in  Agriculture.'*  Mr.  Milton  A.  Lesser 
expresses  the  opinion  that  the  pharmaceutical  industry  can  become  as 
"important  to  agriculture  as  it  is  in  the  maintenance  of  human  and 
animal  health."  He  admits  that,  as  with  human  and  animal  ills,  the  use 
of  various  antibiotics  for  the  treatment  of  plant  diseases  is  subject  to 
"certain  limitations.'*  including  such  factors  as  "cost,  possible  toxicity, 
and  specificity  of  actions."44  He  also  points  out  that  some  of  the  un- 


44  Drug  and  Cosmetic  Industry,  February,  1953,  pp.  1~0,  171. 


MEDICINAL  CHEMICAL  AND  ETHICAL  DRUG  INDUSTRY  40~ 


successful  attempts  to  use  antibiotics  in  the  control  of  plant  diseases 
indicate  a  need  for  antibiotics  particularly  adapted  for  use  in  plant 
pathology,  for  example,  to  inhibit  fungi  and  viruses.  Such  research  is 
now  being  carried  in  many  laboratories.  In  early  1953  only  the  Up- 
john company  produced  commercially  an  antibiotic  specifically  for 
treating  plant  diseases,  that  is,  Acti-dione  Ferrated,  an  antifungal  anti- 
biotic for  the  control  of  turf  diseases. 

EXPORT-IMPORT  TRADE;   FOREIGN  SUBSIDIARIES;   FOREIGN  PRODUCTIONS; 
AMERICAN  SUBSIDIARIES  OF  FOREIGN  COMPANIES 

Before  World  War  II,  75  c7  of  the  world's  drug  products  were  pro- 
duced outside  the  United  States,  whereas  in  1952  the  United  States  ex- 
ported medicinal  chemicals  in  the  amount  of  S221  million  and  im- 
ported only  S6.5  million  (estimated).  Some  domestic  companies  use 
agents  in  selling  abroad,  but  a  significant  number  of  the  largest  com- 
panies have  foreign  subsidiaries  and  in  1953  were  increasing  their 
number:  for  example,  Abbott  Laboratories  had  22  rc  of  its  assets 
abroad.  During  1952-53,  Parke,  Davis  &  Company,  which  was  re- 
ported to  derive  40  %  of  its  sales  from  foreign  business,  opened  new 
branch  orifices  and  manufacturing  laboratories  in  three  South  American 
countries,  in  Mexico  City,  and  in  Cuba  and  commenced  the  construc- 
tion of  such  facilities  in  Santiago,  Chile.  In  a  period  from  the  middle 
part  of  1951  to  early  1952,  Pfizer  acquired  seven  wholly  owned  fore- 
ign trade  subsidiaries,  and  a  packaging  and  production  plant  was  nearly 
completed  in  Brazil.  It  had  a  joint  distributorship  in  the  Philippine  Is- 
lands and  a  contract  arrangement  with  a  Japanese  company  for  the 
distribution  of  Pfizer  products  in  Japan.  Pfizer  derived  25  of  its  sales 
from  abroad. 

By  the  end  of  1952,  however,  production  in  foreign  countries  had 
been  built  up  to  such  an  extent  that  exports  began  to  decline.  The 
prices  of  a  few  domestic  drugs,  moreover,  were  being  cut  as  the  result 
of  foreign  competition  in  the  domestic  market.  For  example,  in  early 
1953,  Mr.  J.  E.  McKeen,  the  president  of  Pfizer,  is  quoted  as  saying: 
"Within  the  last  two  months  an  influx  of  competitive  foreign  vitamin 
products  has  produced  cuts  in  long-stable  vitamin  prices.  Pfizer  also  re- 
duced its  synthetic  Vitamin  A  product."45  Cheap  hormones  in  Mexico, 
furthermore,  were  said  to  be  the  cause  of  lower  prices  for  certain  hor- 
mones, and  it  was  predicted  that  the  lower-cost  raw  materials  in  Mexico 
might  bring  about  still  lower  prices.46 


Drug  and  Cosmetic  Industry .  March,  1953.  pp.  314,  315. 
Chemical  Week,  March  14,  1953,  p.  61. 
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Some  of  the  outstanding  developments  in  the  production  of  drugs  in 
foreign  countries  are  illustrated  by  the  following  examples:  India  can 
produce  in  its  recently  opened  factory  in  Bombay,  enough  Aureomycin 
to  meet  the  present  requirements  of  the  entire  Far  East.  Brazil  has  a 
new  plant  which  in  a  month  can  produce  penicillin  in  an  amount 
equal  to  two  thirds  of  that  country's  consumption  in  1952.  Norway  has 
now  reached  self-sufficiency  for  its  penicillin  requirements. 

In  addition  to  the  foreign  companies  which  sell  through  domestic 
importing  distributors  in  this  country,  a  number  of  foreign  companies 
have  organized  American  subsidiaries  which  carry  on  research  and 
manufacturing  operations  in  plants  in  the  country.  Ciba  Limited  of 
Basle,  Switzerland,  for  example,  has  long  had  a  subsidiary,  Ciba  Phar- 
maceutical Products,  Inc.  Historically  the  parent  company  has  been 
primarily  a  manufacturer  of  dyes;  in  1921  it  took  over  Aniline  Dyes 
and  Chemicals,  Inc.,  in  the  United  States.  Other  foreign-owned  compa- 
nies include  Burroughs- Wellcome  and  Company  (British),  Organon, 
Inc.  (Dutch),  and  Hoffmann-LaRoche,  Inc.  (Swiss). 

FURTHER  CONSIDERATION  OF  COMPETITION 

In  The  Chemical  Industry  (1953)  the  following  comment  was 
made:  "Research  and  development  programs  in  the  [ethical  drug] 
industry  and  prevailing  competition  have  the  effect  of  bringing  along 
new  medicinal  chemicals  for  the  relief  of  human  ailments  and  diseases 
much  sooner  than  they  would  otherwise  .  .  .  [be  made  available]." 
As  implied  by  the  word  "competition,"  these  benefits  to  humanity  have 
not  been  achieved  without  concomitant  problems  for  the  ethical  drug 
industry.  Severe  competition  is  not  a  new  experience  in  this  industry; 
the  1920's,  an  "Era  of  Mergers,"  was  also  a  period  of  severe  competi- 
tion. The  benefits  of  the  new  discoveries  beginning  in  the  late  1930's, 
together  with  the  large  requirements  for  drugs  resulting  from  World 
War  II  and  later  the  Korean  War,  increased  the  domestic  and  foreign 
demand  to  unprecedented  levels  and  encouraged  an  increase  in  produc- 
tion facilities.  As  early  as  June,  1951,  however,  the  increasingly  com- 
petitive character  of  the  industry  at  the  "product  level"  as  well  as  at 
"the  research  and  merchandising  levels"  became  evident.  In  a  speech 
delivered  on  June  6,  1951,  Mr.  Benjamin  B.  Fogler  of  Arthur  D. 
Little,  Inc.,  observed  with  respect  to  merchandising  that  the  "day  of 
major  dependence  for  sales  on  U.S.  Pharmacopoeia  and  National 
Formulary  products  is  past"  and  cited  the  "G.  D.  Searle's  striking 
growth,  with  about  26  specialties  compared  with  its  earlier  perform- 
ance with  USP  and  NF  products."  Mr.  Fogler  pointed  out  that  drug 
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companies  were  devoting  their  "major  efforts  to  developing  and  mer- 
chandising specialties  where  the  goal  is  nearly  always  to  arrive  at  a 
formulation  having  some  unique  feature  to  use  in  merchandising." 

By  the  latter  part  of  1952,  according  to  one  analyst,  conditions  in 
the  "hitherto  buoyant  drug  industry  have  changed  considerably  in  the 
past  few  months."  Production  facilities  had  been  greatly  expanded  as 
indicated  by  the  certificates  of  necessity  issued  from  1951  through 
October,  1952,  in  the  amount  of  $62,892,000,  of  which  94%  were 
"in  place"  by  September  30,  1952.  Even  by  the  end  of  1951,  further- 
more, the  industry  had  produced  about  16,000,000  pounds  of  medicinal 
chemicals  (synthetic  organic)  over  the  amount  sold,  an  excess  of  pro- 
duction of  these  products  about  four  times  that  of  1950.  Also  before 
the  end  of  1952,  the  trend  of  foreign  export  trade  had  begun  to  de- 
cline. Price  cuts  on  major  products  resulting  from  the  competitive  con- 
ditions of  1952  resulted  in  decreased  profits  for  a  majority  of  the  com- 
panies in  the  ethical  drug  industries  for  the  year.  Other  factors  cited  as 
contributing  to  the  relatively  less  satisfactory  situation  in  1952  were  as 
follows:  resistance  of  consumers  as  the  result  either  of  their  own  ex- 
perience with  the  drugs  or  of  the  publicity  on  warnings  by  the  medical 
authorities  as  to  undesirable  side  effects  experienced  by  patients  in 
some  instances;  more  conservative  inventory  policies  on  the  part  of 
wholesalers  and  retailers  who  maintained  heavy  stocks  in  1951  in 
anticipation  of  scarcities  that  soon  vanished;  and  by  general  favorable 
health  conditions  in  195 2. 47 

As  indicated  by  the  40%  price  cuts  in  penicillin  and  streptomycin, 
competition  was  particularly  severe  in  these  two  antibiotics.  One  com- 
pany, for  example,  experienced  a  sales  volume  loss  of  $13,000,000; 
several  manufacturers  were  driven  out  of  business.  According  to  Mr. 
McKeen,  president  of  Pfizer,  that  company  had  to  declare  its  large  orig- 
inal installations  in  Brooklyn,  New  York,  as  obsolete  and  could  now 
ship  profitably  only  from  its  newer,  more  efficient  plant  in  Groton,  Con- 
necticut. In  an  article  entitled  "Pharmaceutical  Competition,"48  it  was 
pointed  out  that  a  company  which  came  into  the  pharmaceutical  indus- 
try because  of  its  penicillin  and  streptomycin  facilities  had  now  ceased 
the  manufacture  of  these  antibiotics  and  was  buying  from  other  manu- 
facturers. This  same  source,  however,  is  of  the  opinion  that  although 
the  large  pharmaceutical  manufacturers  might  lose  money  if  obliged 
to  sell  their  output  at  bulk  prices  in  competition  with  other  makers, 

47  "Drugs — What  Prospects  for  Turn?"  Magazine  of  Wall  Street.  May  30,  1953, 
pp.  274-75. 

48  Drug  and  Cosmetic  Industry,  April,  1953,  pp.  462-63. 
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they  could  still  realize  a  proht  bv  selling  the  finished  product  under 
their  own  labels. 

Another  aspect  of  increasing  competition  is  the  problem  of  substitu- 
tion, which  has  been  growing  increasingly  important  for  all  branches 
of  the  industry.  Substitution  has  to  do  with  the  pharmacists'  dispensing 
on  a  prescription  a  make  or  brand  other  than  that  specified  by  the 
physician.  The  seriousness  of  the  problem  is  attributed  in  part  to  the 
growth  of  the  prescription  business:  users  generally  cannot  identify  the 
manufacturer  of  the  drugs  prescribed  by  the  doctor.  From  the  point  of 
view  of  the  drug  laws,  the  word  "substitution"  is  interpreted  as  mean- 
ing the  dispensing  of  a  product  which  is  basically  something  different 
from  that  which  is  prescribed.  Many  druggists,  however,  may  be  will- 
ing to  dispense  a  different  make  of  the  same  thing  because  thev  say 
the  products  contain  identical  ingredients  and  are  not  in  actuality  "spe- 
cialties." On  behalf  of  the  pharmacists,  it  is  argued  further  that  a  "very 
large  percentage  of  the  products  offered  bv  the  manufacturers  ate 
merely  duplications  of  the  products  of  other  manufacturers,  often  with 
individual  trade-marks,  and  that  the  druggist  cannot  possibly  stock 
them  all."  The  case  of  isoniazid  with  over  50  manufacturers  was  cited 
as  an  illustration.  Erythromycin,  moreover,  is  sold  under  a  different 
trade-mark  bv  each  of  its  manufacturers,  although  it  is  restricted  to 
these  three  onlv.4i" 

In  February.  1955.  directors  of  ^arner-Hudnut,  Inc..  and  Lambert 
Company  proposed  to  merge.  ^Tilliam  Freeman  commented  in  The 
Sew  York  Times:50 

Life-saving  drugs  are  pouring  out  of  the  laboratories  in  bewildering  numbers. 
The  rapid  obsolescence  of  old  "new  drugs"  is  driving  manufacturers  to  seek 
more  balanced  operations. 

This  is  a  basic  reason  behind  vesterdavs  action  looking  for  a  merger  of 
Wamer-Hudnut,  Inc,  and  the  Lambert  Company.  As  new  drugs  are  introduced 
and  as  rapidlv  are  outmoded,  earnings  skyrocket  and,  in  some  cases,  plummet. 


Leaders  in  the  industry  are  applying  to  their  operation  a  principle  somewhat 
akin  to  that  of  the  investment  trust.  The  idea  is  that  stability  can  be  acquired  bv 
making  many  types  of  pharmaceuticals,  cosmetics,  and  proprietaries,  so  that  if 
one  product  disappears  the  effect  on  earnings  will  be  lessened. 


Lambert,  which  was  founded  in  1851,  has  these  four  divisions:  Lambert 
Pharmacal  Company,  dentifrices,  of  which  Listerine  is  one;  John  Hudson  Moore, 


49  "The  Substitution  Problem."  Drug  and  Cosmetic  Industry.  January,  1953,  pp.  34, 
35,114. 

30  The  Neu  York  Times.  February  9,  1955,  p.  40. 
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toiletries:  Prophy-lac-tic  Brush  Company,  toothbrushes,  and  Harrower  Labora- 
tories, prescription  drugs. 

The  joining  of  Warner-Hudmit  and  Lambert  would  create  the  Warnet-Lam- 
berr  Pharmaceurical  Company,  with  a  list  of  more  than  300  products.  The  Lis- 
tetine  group  and  other  medicine  cabinet  staples  would  take  up  the  slack  if 
cosmetic  sales  ot  drug  volume  should  slide,  it  is  believed. 

As  previous  notes  show,  old  patterns  of  operation  are  breaking  down 
in  the  medicinal  chemical  and  ethical  drug  industry.  Fine  chemical 
manufacturers  are  entering  the  ethical  drug  field,  and,  in  turn,  ethical 
drug  manufacturers  are  expanding  into  chemicals.  Similarly,  rubber 
and  petroleum  companies  are  expanding  into  chemical  lines.  Heavy 
chemical  companies  are  entering  the  medicinal  chemical  field  in  vary- 
ing decrees. 

The  great  growth  in  chemical  manufacturing  is  illustrated  bv  a  1954 
study  of  rates  of  growth  for  240  chemicals  and  allied  products/1  Of 
these  products,  134  were  growing  rapidly  (  ~12c"c  or  more  annually), 
78  were  growing  moderately  ( up  to  7 1 :  annually ) ,  and  only  28  were 
declining.  About  one  fourth  of  the  rapid-growing  chemicals  were  new 
products,  for  example,  antibiotics,  plastic  pipes,  etc.  However  the  so- 
called  "work  horses"  of  the  industry  (caustic  soda,  chlorine  gas,  nitric 
acid,  etc.)  also  were  among  the  leaders  in  rate  of  growth,  expanding 
at  the  annual  rate  of  13  cc  since  1940.  All  of  the  moderate  or  slow- 
growing  products  were  old  established  lines  with  a  market  life  of  25 
years  or  more  (dves.  old-line  medicinals,  and  flavor  and  perfome  ma- 
terials ) .  Among  products  experiencing  a  declining  trend  w~ere  soap, 
white  lead,  calcium  arsenate,  zinc  oxide,  natural  acetic  acid,  and  black 
blasting  powder;  each  was  faced  with  product  substitution.  Exhibit  12 
gives  production  trends  of  selected  new  chemical  products  and  mate- 
rials. Exhibit  13  shows  production  trends  of  the  major  chemicals. 

Survey  of  Current  Business.  VoL  XXXIV,  No.  9  ( September  ^pp.  10-14 
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Exhibit  12 

NOTE  OX  THE  MEDICINAL  CHEMICAL  AND  ETHICAL  DRUG  INDUSTRY 
Production  Trends  of  Selected  New  Chemical  Products  and  Materials 


Productio; 


Product 


Streptomycin  

Penicillin  salts,  total  

Plastic  pipe  

1- 4- 5-T  and  derivatives  

Polyethylene  Aplastics)  

Rubber,  GRS  

Styrene,  consumption  

Polystyrene  Aplastics)  

2-  4-D  acid  

Rubber,  butyl  

Argon  

Isobutylene,  consumption  , 

Pentaerythritol  ^polyhydric) . 

Aliphatic  amines,  total  

Synthetic  detergents  

Vitamins,  total  

Benzene  hexachloride  

Synthetic  fibers,  except  rayon . 

Melamine  Aplastics)  

Polymethacrylates  Aplastics)  •  • 

DDT  

Polyvinyls  ^resins)  

Antibiotics,  except  streptomy- 
cin and  penicillin  

Methylene  dichloride  

Neoprene  

Sorbitol  

Maleic  and  other  nonbeneze- 
noid-alkyd  resins  Aplastics) . .  J 

Perchloroethylene  

Methyl  chloride  

N-type  synthetic  rubber  ! 

Urea  Aplastics)  

Monosodium  glutamate  

Coumarone-indene  and  petro- 
leum polymers  Cplastics^  -  -  -  -I 

Molvbdate  chrome  orange 
(CP)  

Sulfa  drugs  

Dichlorobenzene.  ortho  


LTntt  of  \£easure 

First  ^ 
Avaih 

Year 

fear 
ble 

Quan- 
tity 

1940 

1946 

1953 

Thous.  lbs. 

1946 

3 

3 

430 

Thous.  lbs. 

1944 

3 

44 

753 

Mill.  lbs. 

1950 

5 

30 

Mill.  lbs. 

1950 

2 

11 

Mill.  lbs. 

1943 

1 

13 

135 

Thous.  lg.  tons 

1942 

2 

613 

668 

Mill.  lbs. 

1939 

1 

2 

406 

799 

Mill.  lbs. 

1939 

1 

2 

73 

469 

Mill.  lbs. 

1945 

1 

6 

26 

Thous.  lg.  tons 

1943 

1 

73 

79 

Mill.  cu.  ft. 

1947 

20 

176 

Mill.  lbs. 

1935 

1 

4 

199 

230* 

Mill.  lbs. 

1940 

1 

1 

14 

56 

Mill.  lbs. 

1938 

t 

2 

26 

155 

Mill.  lbs. 

1935 

2 

30 

275 

2,134 

Thous.  lbs. 

1938 

9 

56 

2,215 

5,132 

Mill.  lbs. 

1947 

8 

57 

Mill.  lbs. 

1939 

2 

5 

54 

301 

Mill.  lbs. 

1940 

1 

1 

14 

63 

Mill.  lbs. 

1939 

1 

2 

27 

42 

Mill.  lbs. 

1944 

10 

to 

Mill.  lbs. 

1939 

14 

23 

156 

516 

Thous.  lbs. 

1950 

220 

441 

Mill.  lbs. 

1944 

19 

14 

64 

Thous.  lg.  tons 

1939 

2 

3 

48 

80 

\f;n  ike- 
Mill.  Ids. 

193S 

1 

L 

8 

2} 

Mill.  lbs. 

1935 

1 

1 

54 

76 

Mill.  lbs. 

1940 

12 

12 

591 

152 

Mill.  lbs. 

1935 

2 

3 

29 

40 

Thous.  lg.  tons 

1941 

3 

6 

20 

Mill.  lbs. 

1930 

2 

22 

77 

194 

Mill.  lbs. 

1939 

1 

n.a. 

n.a. 

15 

Mill.  lbs. 

1940 

24 

24 

86 

207 

Thous.  sh.  tons 

1943 

1 

2 

4 

Thous.  lbs. 

1937 

355 

650 

5,103 

4,672 

Mill.  lbs. 

1933 

1 

6 

15 

26 

•  Data  are  for  1952. 
t  Less  than  500.00  lbs. 
1  Data  are  for  1945. 
n.a.  Not  available. 

Note:  For  the  purpose  of  this  analysis,  new  products  were  considered  to  be  those  which  have  been  introduced 
in  commercial  production  since  1930.  It  should  be  pointed  out  that  the  new  products  included  in  the  tabulation 
consist  in  the  main  of  chemical  materials  requiring  further  processing  and.  therefore,  the  many  hundreds  of  final 
products  or  component  parts  fabricated  from  plastics  and  other  chemical  materials  and  introduced  into  the  market 
in  the  past  25  years  are  not  listed  in  the  tabulation. 

Source:  "Growth  Characteristics  of  the  Economy,  Illustrated  by  the  Chemical  Industry."  Survey  of  Current 
Business.  Vol.  XXXIV.  No.  9  'September),  p.  12. 
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Exhibit  13 

NOTE  ON  THE  MEDICINAL  CHEMICAL  AXD   ETHICAL   DRUG  INDUSTRY 

Production  Trends  of  Chemical  Products 
Fast  Growing  —  Slower  Growing  —  D«dining  Products  — 

Over  7-=-%  per  annum  Less  man  7?%  per  annum 


MILLION  POUNDS  -  Rof:o  &eolt 
10,000 


MILLIW  POUNDS  -  Ratio  Seal 
10,000 


MILLION  POUNDS  -  Balis  Sca'e 
10,000 


■  940  42     44     46     48     50     52  f54 


1940  42     44  46 


50     52  54 


1940  42     44     46    4fl     50     52  54 

_  ^Source:  "Growth  Characteristics  of  the  Economv,  Illustrated  bv  the  Chemi'cal  Indu*trv  "   S\r-  - 
of  Current  Business,  Vel.  XXXR",  Xc.  9  (September),  p.  13.  "  " 
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On  Monday,  March  2,  1953,  at  a  meeting  of  the  administrative 
staff  of  Merck  &  Co.,  Inc.,  its  president,  James  J.  Kerrigan,  announced 
v  a  plan,  subject  to  the  approval  of  stockholders,  for  Merck  &  Co.,  Inc., 
v  to  merge  with  Sharp  &  Dohme,  Inc.  ( Philadelphia )  j  through  an  ex- 
change of  Merck  stock  for  that  of  the  latter  company.  |  The  plan  for 
the  merger  had  been  ratified  by  the  board  of  directors  of  both  com- 
panies on  the  previous  Friday  afternoon  and  a  statement,  signed  by 
George  W.  Merck,  chairman  of  Merck,  and  John  S.  Zinsser,  chairman 
of  Sharp  &  Dohme,  had  been  sent  to  the  newspapers  on  Saturday  night 
for  publication  on  Monday.  According  to  this  statement,  the  name  of 
the  combined  company  was  to  be  Merck  &  Co.,  Inc.;  rhej^mme ss  oj 
Sharp  &  Dohme,  however^ w  as_m_be  continued  as  a  decentralized  unit, 
opiating  undeJLjts_i)wj^-ftatrie^  George "w.  Merck, 

chairman  of  the  board  of  directors,  and  James  J.  Kerrigan,  president  of 
Merck  &  Co.,  Inc.,  were  to  continue  in  these  positions  in  the  combined 
company;  John  S.  Zinsser,  chairman  of  the  board  of  Sharp  &  Dohme, 
was  to  become  vice  chairman  of  the  board  of  Merck;  and  William  L. 
Dempsey,  the  president  of  Sharp  &  Dohme,  was  to  continue  as  head  of 
that  division  of  the  Merck  &  Co.,  Inc.,  business.  The  board  of  directors 
was  to  include  John  S.  Zinsser,  William  L.  Dempsey,  Charles  D. 
Dickey,  and  Charles  J.  Garland  from  the  Sharp  &  Dohme  board. 

In  the  proxy  statement  sent  to  stockholders  of  Merck  &  Co.,  Inc., 
the  purpose  of  the  merger  was  explained  as  follows:  t Merck's  busi- 
ness consists  primarily  of  the  development,  manufacture,  and  dis- 
tribution of  medicinal  and  fine  chemicals||sharp  &  Dohme  is  primarily 
a  pharmaceutical  and  biologicals  manufacturer,  processing  medicinal 
substances  into  finished  combinations  and  dosage  forms  and  marketing 
them  to  the  professions  and  trade  under  its  trade  names.J  With  the 
rapid  development  of  new  medicinals  in  recent  years,  both  by  ourselves 
and  others,  it  has  become  desirable  for  this  company  to  have  available 
developmental,  processing,  and  marketing  facilities  in  the  pharmaceu- 
tical field,  particularly  for  the  more  effective  sale  of  specialty  products 
resulting  from  this  company's  research  program.  On  the  other  hand, 
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this  rapid  development  of  new  medicinals  has  made  it  desirable  for 
Sharp  &  Dohme  to  have  available  to  it  more  intensive  research  facili- 
ties and  production  capacity  for  chemical  products  resulting  from  re- 
search." 

A  letter  prefacing  the  proxy  statement  pointed  out  additionally: 
.  .  Since  the  two  businesses  are  basically  different,  the  important 
functions  now  separately  performed  by  each  company  will  be  continued. 
Furthermore,  the  uniting  of  Merck's  chemical  business  with  Sharp  & 
Dohme's  line  of  pharmaceutical  specialties  will  help  the  combined  or- 
ganization to  compete  more  effectively  in  American  and  foreign  mar- 
kets, with  more  companies  which  already  perform  both  functions." 

The  proxy  statement  sent  to  stockholders  of  Sharp  &  Dohme  ex- 
plained the  company's  reason  for  merging  as  follows:  "Sharp  &  Dohme 
lacks  adequate  facilities  for  producing  new  substances  which  may  be 
developed  in  its  research  laboratories,  and  despite  the  vigor  and  pro- 
ductivity of  its  research  program,  Sharp  &  Dohme's  research  facilities 
and  resources  are  still  far  smaller  than  those  of  many  others  in  the 
industry.  Merck's  excellent  manufacturing  and  research  divisions  can 
help  to  supply  these  needs,  and  at  the  same  time  Sharp  &  Dohme 
operating  as  a  separate  division  of  the  combined  corporation  can  bring 
it  Sharp  &  Dohme's  very  effective  organization  for  the  development, 
processing,  and  sale  of  pharmaceutical  specialties.  The  union  of  Merck's 
chemical  business  with  Sharp  &  Dohme's  line  of  pharmaceutical  spe- 
cialties will  help  the  combined  organization  to  compete  with  those 
companies  which  already  possess  both  types  of  facilities.  Your  board 
of  directors  accordingly  believes  that  the  merger  is  a  logical  and  con- 
structive step,  which  is  in  the  best  interests  of  all  the  stockholders  and 
will  enable  both  firms  to  improve  their  service  to  the  public." 

HISTORY  OF  MERCK  &  CO.,  INC.1 

Mr.  George  Merck,  father  of  Mr.  George  W.  Merck,  the  chairman 
of  the  board  of  directors  at  the  time  of  the  merger  with  Sharp  & 
Dohme,  originally  established  the  business  as  a  partnership  under  the 
Merck  name  in  1891  in  New  York  City.  Mr.  Merck  was  the  son  of 
Wilhelm  Merck,  president  of  E.  Merck  of  Darmstadt,  Germany.  This 
firm  had  its  origin  in  a  pharmacy,  Engelapotheke  ("Angel  Drugstore" 
in  Darmstadt),  which  Friedrich  J.  Merck  purchased  in  1668.  In  1816 
this  firm  began  to  develop  into  a  factory  under  the  owner-management 
of  Heinrich  Merck,  descendant  of  Friedrich  J.  Merck  and  grand- 

1  Wilham  Haynes  (ed.),  American  Chemical  Industry  (New  York:  D.  Van  Nostrand 
Co.,  Inc.,  1949),  Vol.  VI,  pp.  271-75. 


416         PROBLEMS  OF  GENERAL  MANAGEMENT 


father  of  George  Merck,  founder  of  the  American  Merck  business. 

Initially  the  company  chiefly  imported  drugs  and  chemicals,  but 
about  1900  it  began  to  manufacture  them.  In  July,  192",  the  Merck 
company  effected  a  consolidation  with  Powers-^Teightman-Rosengar- 
ten  Company,  Philadelphia,  also  a  manufacturer  of  fine  medicinal  and 
industrial  chemicals.  The  latter  company  was  itself  a  product  of  con- 
solidation in  1905  when  Rosengarten  and  Sons,  Inc.,  founded  in  the 
early  1800's.  acquired  Powers  <5c  \Veightmam  which  went  back  in  its 
origins    to  1818. 

Merck  on;  Co..  In:.,  was  engaged  primarily  in  the_ ^development, 
manufacture,  purchase,  and  distribution  of  fine  and  medicinal  chem- 
icals which  it  sold  chiefly  for  medicinal,  nutritional,  Ind^lEIaHagri- 
cultural,  veterinary,  and  laboratory  purposes.  In  the  domestic  mar- 
ket the  company  made  more  than  half  its  sales  direct  to  pharmaceutical 
and  veterinary  houses,  food  processors,  feed  manufacturers,  and  other 
industrial  users.  The  remainder  of  its  sales,  including  prescription  and 
laboratory  chemicals  and  specialties  for  medicinal  and  household  use, 
were  made  to  wholesale  and  retail  distributors,  government  agencies, 
and  other  institutions.  According  to  the  proxy  statement,  Merck's 
business  was  "highly  competitive  and  constantly  changing,  both  as  to 
sales  of  existing  products  and  as  to  research  for  new  and  improved 
products  and  processes." 

In  Merck's  product  line  the  most  important  were:  vitamins,  which 
as  a  group  accounted  for  the  largest  percentage  of  sales  in  1952;  hor- 
mones, of  which  the  hormone  cortisone  had  become  the  most  impor- 
tant single  product  in  the  Merck  line:  and  antibiotics  that  included 
penicillin,  streptomycin,  and  dihydrostrep  torn  vein.  Merck  was  one  of 
the  leading  manufacturers  of  synthetic  vitamins,  producing  vitamins 
A.  C.  E.  and  K.  as  well  as  all  members  of  the  B  complex  group. 
The  sales  of  these  products  for  1948-52  were  as  shown  in  the  follow- 
ing table: 

CONSOLIDATED  NET  SALES  AND  EXPORT  SALES  OF  MERCK  <5C  CO..  IXC 
( In  Thousands  of  Dollars ) 


1948  1  S39.872 

1949  |  37,821 

1950  |  5S7530 

1951  1  83,418 

1952   68,420 


$28,648  I    $  6S,50O  $13,400 

31,694  69,515  16.300 

35,563  94,093  19,700 

36,S51  120,269  24,300 

37,299  105,719  15,100 


Source:  Company  records. 
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According  to  die  proxy  statement,  this  "table  did  not  reflect  the  extent 
to  which  unit  sales  of  certain  products  have  increased.  After  the  intro- 
duction and  initial  development  of  new  products,  frequent  and  sub- 
stantial price  reductions  have  been  made  to  reflect  production  econo- 
mies and  for  competitive  reasons."  Other  products  in  the  Merck  line 
included  caffeines,  citrates,  ephedrmes.  iodides,  magnesias,  mercurials, 
narcotics,  salicylates,  silvers,  sulfonamides,  and  theobromines.  In  this 
group,  sales  of  sulfonamides  for  both  human  and  annual  use  and  of 
narcotics  for  medical  purposes  were  particularlv  important.  The  de- 
cline m  export  sales"  in  1952  was  attributed  by  the  management  to 
world-wide  lower  prices  for  antibiotics,  dollar  shortages,  and  increased 
competition  in  foreign  markets. 

The  proxy  statement  pointed  out  that  Merck  held  numerous  patents 
and  expressed  the  opinion  that  "the  expiration  of  anv  particular  patent 
or  groups  of  patents  owned  by  it  would  not  affect  its  [Merck's]  op- 
erations." Royalties  from  licenses  granted  to  others  amounted  to 
$2,-06.000  in  1952  for  Merck.  The  company  also  held  licenses, 
chiefly  nonexclusive  and  irrevocable,  under  patents  owned  bv  others 
that  affected  some  "of  its  major  products  or  processes  for  making  them, 
particularly  cortisone,  streptomycin,  some  of  the  vitamins,  and  some  of 
the  sulfonamides."  In  1952  Merck  paid  out  $2,699,000  for  royalties 
under  licenses  granted  to  it. 

Merck  carried  on  research  activities  for  the  development  of  new 
products  and  the  improvement  of  yields  and  efficiencies  of  processes  in 
itsTaboratories  andm  the  Merck  Institute  of  Therapeutic  Research.  In 
1952  expenditures  for  its  research  program  amounted  tc  over  55.500.- 
000.  A  partial  list  or  Merck  Research  accomplishments  follows: 


Date  hem 

1934  Production  of  vitamin  C  on  commercial  scale 

1936  Synthesis  of  vitamin  B, 

1937  Development  of  sulfanilamide  for  large-scale 

1937-38  Development  of  process  for  makine  nicorin 


1939  Total  synthesis  of  vitamin  B* 

1940  Total  synthesis  of  pantothenic  acid 


^  Development  of  sulfaquinoxaline,  an  active  derivative  of 

1946   D=^;:r^V~f  ::r=r::-v;-  r:;;e;s  izz \',z2i-izi.i -=-- 


1948  Isolation  of  vitamin  B^  crvstalline  form 

1947-48  Synthesis  of  cortisone  and  process  developme 


-  Izzzsz 


a.es 
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Merck  &  Co.,  Inc..  also  supported  the  work  of  outside  scientific  investi- 
gators in  universities  and  hospitals. 

Merck  operated  plants  located  as  follows:  at  Rahwav,  New  Jersey; 
Elkton,  Virginia;  Danville,  Pennsylvania;  South  San  Francisco,  Cali- 
fornia; and  Albany,  Georgia;  and,  through  its  wholly  owned  Canadian 
subsidiary,  at  Valleyfield,  Quebec.  The  company  also  maintained  ware- 
house branches  in  Los  Angeles.  New  York,  and  St.  Louis.  Merck  & 
Co.,  Limited,  of  Canada  had  administration  and  sales  offices,  control 
laboratories,  a  factory,  and  warehouse  in  Montreal,  and  sales  offices 
and  warehouses  in  Toronto.  Ontario.  In  1952  sales  and  warehous- 
ing operations  were  commenced  in  Brazil  by  a  Brazilian  subsidiary, 
Industrias  Farmaceuticas  Merck  (Norte  Americana)  S.  A.  Except  for 
the  operations  previously  mentioned,  the  company  carried  on  its  for- 
eign operations  chiefly  through  two  export  subsidiaries.  Merck  ( North 
America)  Inc.,  and  Merck  (Pan  America)  Inc. 

The  Merck  annual  report  for  1952  presented  the  following  con- 
densed analysis  of  the  source  and  application  of  funds  for  a  seven-year 
period  ended  December  31,  1952: 


Source  of  Funds 

Net  income  $58,518,000 

Less:  Preferred  and  common  dividends  declared   32.500.000 

Net  income  retained  in  the  business  S26.0O~.00O 

Provision  for  depreciation  and  obsolescence   IS, 550,000 

Sale  of  additional  capital  stock   38,165.000 

Refund  of  prior  years'  taxes   1,710,000 

Fixed  assets  retired   601,000 

SS5.033.0O0 

Application"  of  Funds 

Purchases  of  property,  plant,  and  equipment.  .  .  562,921,000 

Increase  in  working  capital  and  miscellaneous  other  assets   22,112,000 

S35,033.0OO 


j^Mr.  Kerrigan,  president] provided  the  data  presented  in  Exhibit  1. 

HISTORY  OF  SHARP  &  DOHME 

Sharp  &  Dohme,  incorporated  in  1892.  like  Merck  &  Co.,  Inc., 
had  its  origin  in  an  apothecary  shop.  In  1845  Alpheus  Phmeas  Sharp, 
the  first  graduate  of  the  Maryland  College  of  Pharmacy,  opened  a 
shop  in  Baltimore.  In  I860,  Louis  Dohme  entered  the  business  as  a 
partner,  and  the  name  became  Sharp  &  Dohme.  In  1865  the  firm  be- 
gan the  manufacture  of  medicines  with  Charles  Dohme,  brother  of 
Louis  Dohme,  as  head  of  production.  According  to  the  Management 
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Exhibit  1 
MERCK  &  CO..  IXC.  I  AR 
Sales  and  Gross  Profits  for  Xew  and  Old  Products.  1931-52 
(Excluding  Foreign  Subsidiaries)* 
'  In  Thousands  of  Dollars ) 


Gross  Profits 


New 

Old 

New 

Old 

P 

-oductsi 

Products 

Total 

Productsf 

Products 

Total 

1931  

S 

S  10.606 

S  10.606 

S 

S  2,889 

$  2.559 

1932  

9.223 

9,223 

2,783 

2.-53 

1933  

10,291 

10,291 

3.5-9 

3,5-9 

1934  

11.144 

11,144 

3,607 

3.60" 

1935- -  

12,544 

12,544 

3.656 

3.636 

1936..  

13 

13.919 

13.932 

4.0-5 

4.0-5 

1937  

430 

14.945 

15.3-5 

219 

4,427 

4.646 

1938   ... 

1,278 

12.-54 

14,032 

"4 

3.240 

4,014 

1939  

3.433 

16. 1~1 

19.604 

2,306 

4,355 

6,664 

1940  

5,4S4 

17,645 

23.129 

3,668 

4.513 

3.431 

1941  

13;229 

24,839 

33,063 

5.262 

6.242 

14,504 

1942  

17,523 

24,171 

41.694 

5.905 

6.129 

15.034 

1943  

29,541 

26,249 

55,790 

13.004 

6.215 

19,222 

1944  

25,187 

25,002 

50,159 

9.252 

4.616 

13.593 

1945  

26,512 

26.23" 

53.049 

10,858 

5,030 

15.555 

1946  

31.522 

25.999 

5". 521 

13.290 

4.90O 

15.190 

1947...  

36,366 

26. 911 

63.333 

15.142 

4.950 

20.092 

1948  

42,494 

26.026 

63.520 

21.326 

4,840 

26,1661 

1949  

44,657 

24.S5S 

69,515 

20.256 

4,645 

24.9311 

1950  

64,626 

29,467 

94.093 

31,387 

6.C66 

3". 4531 

1951...  

92,196 

28,073 

120.269 

45.603 

6,390 

54.9931 

1952  

79,801 

25,918 

105.-19 

34.-53 

5,846 

40.5991 

Total — 22yrs.   .  . 

514,592 

$443,053 

$95".645 

$242,065 

$103,329 

$345,394 

*  Includes  sales  to  foreign  subsidiaries  but  not  sales  of  such  subsidiaries.  Sales  of  all  United  States 
companies,  including  expert  sales  of  domestic  companies  are  included. 

t  Includes  sales'of  vitamins,  sulfas,  antibiotics,  hormones,  choline  chloride.  DDT.  hexamime.  and 
other  special  war  products.  The  total  of  the  special  war  products  sales  is  as  follows: 


1942  

S  396 

1948  

>  .:i4 

1943   

2.S56 

1949  

264 

1944  

4.-24 

1950  

1945  

..  4.440 

1951  

1946  

..  2.052 

1952  

4.451 

1947  

x-lfl 

differ  slightly  from  the 

data  publ 

.;  - ei      the  proxy  state—err 

Bulletin  of  Merck,"  "the  firm  prospered  from  the  srarr  bv  its  develop- 
ment of  quality  pharmaceutical  products  and  bv  initiating  such  im- 
provements as  the  rapidly  soluble  hypodermic  tablet  and  the  first 
gelatin-coated  pill." 

In  1929  Sharp  &  Dohme  merged  with  the  H.  K.  Mulford  Company 
3  April  9,  1953. 
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Exhibit  1 — Continued 
MERCK  &  CO.,  INC.  (AR) 
Profits  Related  to  Sales  and  Net  Worth,  1931. 
(Excluding  Foreign  Subsidiaries) 
(Dollars  in  Thousands) 


-52 


1931 
1932 
1933. 
1934. 
1935. 

1936. 
1937. 
1938. 
1939. 
1940. 

1941. 
1942. 
1943. 
1944. 
1945. 


1946 
1947. 
1948. 
1949. 


1951 
1952 


Net  Profits 


Before 
Taxes 


$  456f 
665f 
l,235f 
l,133t 
1,007 

1,169 
1,318 
645 
2,876 
4,297 

9,053 
9,104 
12,902 
6,614 
7,454 

8,867 
9,310 
13,136 
11,199 


1950   22,777 


37,209 
18,909 


After 
Taxes 


$  408f 
582f 
l,069f 
983f 
874 

1,000 
1,079 
537 
2,279 
2,662 

3,288 
2,770 
3,490 
2,065 
2,233 

5,494 
5,759 
8,215 
6,855 
11,277 

12,509 
8,409 


Income  before  Tax 

Income  after  Tax 

%  of 

%  of  Net 

%  of 

%  of  Net 

Sales 

Worth* 

Sales 

Worth* 

4.2 

6.9 

3.8 

6.1 

7.2 

6.8 

6.3 

8.7 

12.0 

16.8 

in  a 

14.6 

10.2 

14.3 

8.9 

11.9 

8.0 

13.1 

6.9 

11.4 

8.4 

15.1 

7.2 

12.9 

8.6 

16.2 

7.0 

13-3 

4.6 

7.7 

\  R 

J.O 

14.6 

31.5 

11.6 

25.0 

18.5 

40.4 

11.5 

25.0 

23.6 

55.0 

8.6 

20.0 

21.9 

40.1 

6.6 

12.2 

23.3 

52.5 

6.3 

14.2 

13.2 

26.2 

4.1 

8.2 

14.0 

28.9 

4.2 

8.7 

15.4 

29.3 

9.6 

18.2 

14.7 

26.1 

9.1 

16.1 

19.3 

33.5 

12.0 

20.9 

16.1 

24.0 

9.9 

14.7 

24.2 

40.6 

12.0 

20.1 

30.8 

48.7 

10.4 

16.4 

17.9 

20.4 

8.0 

9.0 

4NaendWs0urrphluesqUalS        aVCra8e  °f  St0ckholder's  f°r  the  year  or  the  average  book 

t  Canadian  subsidiary  income  included  in  these  four  years  but  excluded  in  all  other. 


value  of  capital,  re- 


of  Philadelphia,  and  soon  thereafter  moved  the  general  offices  to  that 
city.  The  Mulford  Company,  originating  also  as  a  drugstore,  specialized 
in  biologicals,  which  it  produced  at  Glenolden,  Pennsylvania.  With  a 
background  of  experience  in  the  laboratory  and  the  factory,  Sharp  & 
Dohme  made  an  outstanding  contribution  to  the  success  of  the  mili- 
tary during  World  War  II  through  its  development  and  manufacture 
of  dry-blood  plasma,  blood  fractions,  and  a  number  of  important  sulfa 
drugs. 

In  1935  Mr.  Zinsser  was  made  president  of  Sharp  &  Dohme,  which 
then  was  in  an  unsatisfactory  operating  condition.  Mr.  Zinsser  brought 
in  Mr.  Dempsey  whom  he  had  known  when  both  had  been  working 
at  Merck  a  few  years  before.  Immediately  Messrs.  Zinsser  and  Demp- 
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Growth  in  Assets  and  Net  Worth, 
(Excluding  Foreign  Subsidiaries) 
(In  Thousands  of  Dollars) 


1931-52 


1931 
1932 
1933 
1934. 
1935. 

1936. 
1937. 
1938. 
1939. 
1940. 

1941. 
1942. 
1943. 
1944. 
1945. 


1946. 
1947. 
1948. 
1949. 
1950. 

1951. 
1952. 


Total 
Assets 

Gross  Plant 
Account 

Net 
Worth* 

$  7,668 

Ip  n.a. 

$  6,673 

7,384 

n.a. 

6,686 

7,886 

n.a. 

7,194 

8,421 

n.a. 

7,819 

8,264 

4,357 

7,514 

8,686 

7,973 

9,723 

*\  477 

8,271 

9,374 

3,CW0 

8,452 

11,664 

6,110 

9,797 

15,814 

7,307 

11,473 

26,440 

12,485 

32,221 

16,'l73 

23,608 

36,974 

16,390 

25,980 

33,302 

17,033 

26,349 

35,490 

18,221 

27,346 

45,438 

22,168 

36,628 

51,050 

25,456 

40,242 

59,953 

33,168 

44,863 

67,935 

37,743 

54,925 

81,464 

43,288 

60,674 

128,446 

65,934 

92,667 

112,346 

74,637f 

95,119 

♦Represents  preferred  stock,  common  stock,  reserves,  and  surplus  at  book  value. 

^.h'SS^^oS6'000,000  was  deterra!ned  a!  of  12/31/52  '°r  ,h~  ass«s 

n.a.  Not  readily  available. 


sey  sought  to  improve  promotional  efforts,  trade  relations,  and  the  sales 
organization.  They  also  undertook  to  revitalize  and  extend  the  research 
activities  of  Sharp  &  Dohme,  and  by  1937  the  research  program  got 
under  way.  The  company  was  a  pioneer  in  the  development  of  the 
sulfa  drugs,  originating  five  of  the  eight  most  widely  used  sulfonamide 
drugs.  Sharp  &  Dohme  scientists  in  1941,  after  extensive  research,  suc- 
cesfully  applied  the  lyophile  technique  to  the  production  of  plasma. 
The  lyophile  process,  developed  by  Sharp  &  Dohme  about  seven  years 
earlier,  was  a  method  of  dehydration  used  to  preserve  the  stability  of 
certain  products  that  were  unstable  in  liquid  form.  It  involved  the 
removal  of  the  water  content  by  sublimation  from  the  frozen  state  and 
subsequent  preservation  under  vacuum.  Bur  Sharp  &  Dohme  could 
not  capitalize  fully  on  the  products  of  its  research,  for  The  "company 
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Exhibit  1 — Continued 
MERCK  &  CO.,  INC.  (AR) 
Analysis  of  Employees  and  Their  Relation  to  Sales  and  Plant  Investment, 

1936-52 


(Excluding  Foreign  Subsidiaries) 


Number  of  Employees* 

Net  Sales 

per 
Employee 

Gross  Plant 
Investment 
per  Employee 

Research 
Technical 

All  Other 
Co  m  p  3.  n  y  ~  w  i  d  c 

Total 
Company 



1936  

41 

1,413 

1,454 

$  9,600 

$  3,363 

1937  

44 

1,513 

1,557 

9,877 

3,518 

1938  

56 

1,533 

1,589 

8,860 

3,553 

1939  

68 

1,628 

1,696 

11,559 

3,602 

1940   

78 

1,845 

1,923 

12,027 

3,800 

1941  

114 

2,632 

2,746 

13,856 

4,546 

1942  

170 

3,276 

3,446 

12,105 

4,693 

1943  

214 

3,565 

3,779 

14,692 

4,337 

1944  

249 

3,425 

3,674 

13,651 

4,636 

1945  

261 

3,342 

3,603 

14,777 

5,057. 

1946  

274 

4,140 

4,414 

13,022 

5,022 

1947  

317 

4,323 

4,640 

13,442 

5,486 

1948  

348 

4,363 

4,711 

14,561 

6,168 

1949  

379 

4,731 

5, 100f 

13,400 

7,400 

1950  

405 

5,345 

5,750f 

16,400 

7,500 

1951  

449 

6,201 

6,650f 

18,100 

9,900 

1952  

505 

6,320 

6,850f 

15,400 

11,200 

*  Monthly  average  of  number  of  employees  except  as  noted.  "Research  Technical"  represents  employees  in 
research  laboratories,  Merck  Institute,  and  medical  department,  but  excludes  technical  employees  in  factory,  engi- 
neering, and  other  departments. 

t  Represents  annual  average. 


had  no  cip^^joj^  In  consequence,  it 

had  to  share  the  potential  profits  of  its  research  with  other  chemical 
manufacturers. 

Since  the  development  of  the  sulfonamides,  the  research  department 
had  made  contributions  in  a  smaller,  less  revolutionary  way  to  the 
chemical  field.  It  had  been  successful  in  achieving  a  broad  base  of 
pharmaceutical  products.  In  1952  the  company  spent  $1,908,000,  or 
3.8%  of  its  total  sales,  on  research. 

As  described  in  the  proxy,  the  business  of  Sharp  &  Dohme  consisted 
of  developing,  processing,  and  marketing  pharmaceutical  and  biological 
products.  The  company  purchased  "many  basic  ingredients  from  a  wide 
group  of  fine  chemical  and  other  manufacturers"  and  sold  its  finished 
products,  about  450  in  number,  chiefly  to  "retail  drugstores,  whole- 
sale druggists,  hospitals  and  federal,  state,  and  local  government  agen- 
cies." 

About  1937,  some  of  the  executives  began  to  question  the  "philoso- 
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phy"  then  prevailing  of  major  emphasis  on  sales  volume  and  inade- 
quate concern  for  the  profitability  of  the  sales.  At  that  time  Sharp  & 
Dohme  listed  2,000  items;  these  items  represented  about  700  to  800 
products,  since  each  package  size  of  a  product  was  considered  an 
"item."  Some  of  the  products  had  but  a  small  sales  volume  and  were 
very  competitive.  At  this  time,  adopting  a  new  philosophy,  the  execu- 
tives deleted  many  old  and  competitive  lines. 

Other  than  the  federal  government,  no  single  customer  accounted 
for  as  much  as  4%  of  total  sales  in  1952.  About  25%  of  the  company's 
total  sales  in  1952  were  made  to  foreign  countries  mainly  through 
wholly  owned  subsidiaries  but  in  part  through  local  subsidiaries.  Sales 
for  1948-52  (in  thousands  of  dollars)  were  as  follows: 


Year 

Domestic 
Sales 

% 

Foreign 
Sales 

% 

Other 

% 

Total 
Sales 

1948  

$27,909 
29,635 
32,286 
33,438 
34,570 

79.26 
76.00 
76.66 
73.20 
68.59 

$  7,302 
9,354 
9,815 
11,605 
11,775 

20.74 
24.00 
23.00 
25.40 
23.36 

$  15 
638 
4,055 

0.04 
1.40 
8.05 

$35,211 
38,990 
42,117 
45,681 
50,400 

1949  

1950  

1951  

1952  

In  1952,  specialty  products  comprised  75%  of  Sharp  &  Dohme 
sales,  whereas  ten  years  earlier  the  major  portion  of  sales  consisted  of 
standard  items.  Products  varied  in  both  type  and  use  over  a  relatively 
wide  range  with  no  individual  product  accounting  for  as  much  as  6% 
of  actual  sales,  excluding  sales  to  the  federal  government;  for  example, 
the  systemic  antibiotics  as  a  product  group  amounted  to  less  than  8% 
of  total  sales  in  1952  in  contrast  to  estimates  by  executives  for  some 
competitors  of  25  %  to  40%  of  their  total  sales.  The  companyjnarkered 
many  specialty  products  containing  antibiotics  for  topical4  use,  such  as 
antiBiotK^  > 

*n^J^B^et"  For  tne  most  Part>  tnese  products  contained  antibiotics 
not  generally  used  for  systemic  treatment.  In  the  sulfa  drug  product 
group  the  company  held  patents  covering  sulfasuxidine,  sulfathalidine, 
and  some  sulfapyrimidines  including  sulfadiazine,  sulfamerazine,  and 
sulfamethazine. 

The  company  sales  ( renegotiable )  of  blood  plasma  to  the  govern- 
ment for  1952  amounted  to  $4  million,  but  by  the  end  of  that  year 
the  volume  of  blood  received  by  Sharp  &  Dohme  for  government 
plasma  declined  50%.  Furthermore,  what  the  situation  in  1953  would 
be  was  uncertain.  Among  other  biologicals  sold  by  Sharp  &  Dohme 

4  Designed  for  local  application. 
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were  standard  vaccines,  sera,  insulin,  and  specialty  products  such  as 
Vacagen,  a  tablet  used  for  the  prevention  of  bacterial  respiratory  infec- 
tions. 

Other  groups  of  products  which  together  with  those  previously  men- 
tioned accounted  for  somewhat  more  than  75%  of  Sharp  &  Dohme 
sales  were:  products  used  as  dietary  supplements  and  tonics;  products 
designed  for  treatment  of  coughs,  colds,  and  upper  respiratory  infec- 
tions; and  a  group  of  products,  for  the  most  part  specialties,  compris- 
ing narcotics,  hypnotics,  and  sedatives.  According  to  the  proxy  state- 
ment, no  one  of  these  groups  amounted  to  less  than  4%  or  more 
than  15%  of  total  sales  for  1952.  The  remaining  products,  described 
by  the  proxy  statements  as  "difficult  to  classify,"  covered  a  wide  variety 
of  uses,  for  example,  miscellaneous  veterinary  products  not  included 
in  the  foregoing  classifications:  anesthetic  agents  such  as  Cyclaine,  a 
new  local  anesthetic  developed  by  Sharp  &  Dohme,  various  topical 
preparations,  and  certain  hexylresorcinol  products. 

With  respect  to  competition  the  proxy  statement  observed  as  follows: 

The  pharmaceutical  business  generally  is  highly  competitive,  and  profit  mar- 
gins vary  as  to  different  products.  Discovery  of  new  products  and  processes  by 
Sharp  &  Dohme  or  others  may  materially  affect  sales  of  established  product  lines. 
Profit  margins  are  generally  somewhat  higher  on  newly  introduced  products 
than  on  older  products;  but  the  profit  on  products  developed  by  a  particular 
company  and  identified  exclusively  with  it  tends  to  be  more  stable  than  that  on 
products  of  general  manufacture. 

Sharp  &  Dohme  owned  and  operated  plants  at  Philadelphia,  West 
Point,  and  Glenolden,  Pennsylvania,  respectively,  and  leased  sales 
branches  in  16  cities  in  the  United  States.  According  to  the  proxy 
statement,  either  Sharp  &  Dohme,  or  its  subsidiaries,  "owned  or  main- 
tained under  long-term  lease  manufacturing,  warehousing  or  distribut- 
ing plants  in  Canada,  Mexico,  Argentina,  Venezuela,  England,  Puerto 
Rico,  Cuba,  and  the  Philippines."  The  proxy  stated  further  that  the 
company  was  making  plans  for  plants  in  Colombia  and  Australia  and 
was  in  the  process  of  negotiating  for  the  purchase  of  distribution  and 
production  facilities  in  Brazil. 

ORGANIZATION 

The  organization  charts  of  the  two  companies  are  shown  in  Exhibit  2. 
The  position  of  the  combined  companies  in  the  chemical  industry  is 
shown  in  Exhibit  3. 

The  department  heads  of  Sharp  &  Dohme,  Inc.,  were  on  the  same 
floor  of  the  office  and  warehouse  building  in  North  Philadelphia.  Mr. 
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MERCK  C  CO.,  INC. 
GENERAL  PLAN  OF  ORGANIZATION 
JANUARY  2,1953 


BOARD  OF  DIRECTORS 


SCIENTIFIC  COMMITTEE  1       |  EXECUTIVE  COMMITTEE  | 


MERCK  (  NORTH  AMERICA)  INC. 


FINANCE  COMMITTEE  j 


MARINE  MAGNESIUM 
PRODUCTS  DIVISION 
L  B.  PARISH  DIRECTOR 


MERCK  C  CO.  LIMITED  J 


MANAGEMENT  COMMITTEE 
CHAIRMAN  -J.T.CONNER 
VICE  CHAIR  -  J  N  HINYARD 


DIRECTOR  OF  COMMERCIAL 
DEVELOPMENT 
J.N.  HINYARD 


VICE  PRESIDENT  AND 
COUNSEL 
J  T  CONNOR 


VICE  PRESIDENT  FOR 
OPERATIONS 
B.M.  REYNOLDS 


VICE  PRESIDENT  AND 
SCIENTIFIC  DIRECTOR 
R.T  MAJOR 


VICE  PRESIDENT  FOR 
PERSONNEL 
E.J.  LYONS 


FINANCIAL  VICE 
PRESIDENT 
J.H.  SHARP 


VICE  PRESIDENT  FOR 
MARKETING 
W.H.  MC  LEAN 


VICE  PRESIDENT  FOR 
RES.  C  DEV. 
P.K.  FROLICH 


R~|  |  CONTROLLER  I 
EJ       |  R  E  SNYDER  | 


EXECUTIVE  COMMITTEE 


SHARP  C  DOHME,  INC. 
ORGANIZATION  CHART 
OCTOBER,  1952 


BOARD  OF  DIRECTORS  I 


DOMESTIC  SALES 
DIVISION 

VICE  PRESIDENT 
J.G.  BILL 


ECONOMIC  RESEARCH 
DIVISION 
DIRECTOR 
E.J.  CARROLL 


EXPORT  SALES 
DIVISION 
DIRECTOR 
W  B.  WIMPENNE1 


MEDICAL  DIVISION 

DIRECTOR 
W  P.  BOGER  M  P. 


PATENT  DIVISION 

DIRECTOR 
R.  UNDERWOOD 


FINANCIAL  DIVISION 
VICE  PRESIDENT 
S  T.  HENSHALL 


QUALITY  CONTROL 
DIVISION 
VICE  PRESIDENT 
P.S.  PITTENGER 


INDUSTRIAL  AND  PUBLIC 
RELATIONS  DIVISION 
VICE  PRESIDENT 
W.W.  LAUER 


RESEARCH  DIVISION 

DIRECTOR 
L.E.  ARNOW  M.D. 


PRODUCTION  AND 
ENGINEERING  DIVISION 
VICE  PRESIDENT 
H.W.  GADSDEN 


Zinsser  emphasized  that  his  organization  worked  as  a  group.  "We  have 
free  discussion  in  the  executive  council.  But  not  all  problems  are  solved 
there.  We  make  problems  the  center  of  attack.  There  is  freedom  for 
anyone  in  this  organization  to  come  to  the  board  room  (which  was 
Mr.  Zinsser's  office )  to  try  for  the  best  solution  to  a  problem.  We  get 
together  the  various  men  who  should  work  on  it,  have  our  discussion, 
reach  a  quick  decision,  and  let  each  one  go  away  and  do  his  part.  If 
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Position  Of  Merck  &  CoJm 


SUPPLIERS 


COAL  -  TAR 
REFINERS 


PETROCHEMICAL 
MANUFACTURERS 


TANK  CAR 
ORGANICS 


ALCOHOLS.  ETHERS 
BENZENE  ACETIC 
ACID    OTHER  SOL- 
VE NT  &  INTERMEDIATES 


SYNTHETIC  ORGANIC 
CHEMICAL 
MANUFACTURERS 


CHLORINATED  ORGANICS  .  ANILINE 
DERIVATIVES.  CYCLIC  INTERMEDIATES. 


HEAVY 

ACIDS   ALKALIES.  SALTS.  IODINE 

BROMINE,  CHLORINE 

CHEMICAL 

INDUSTRY 

PROCESSORS 
OF 

ANIMAL  &  PI  ANT 
PRODUCTS 
AND 
BY-  PRODUCTS 


BILE.  SUGARS  VEGETABLE 
PROTEINS.  OPIUM 


METAL 
AND 
MINERAL 
MINERS  AND 
RE  FINERS 


METALS,  CRUOE    OXIDES.  SALTS; 
SILVER  ,  BISMUTH.  MERCURY 
CADMIUM  .  PL  ATINUM 


MERCK  a  CO  INC. 


CHEMICAL  DIVISION 

COMPLEX   ORGANIC  SYNTHESIS 
VITAMINS   HORMONES  SULFONA- 
MIDES   OTHER  MEDICINAL  a 
NUTRITIONAL  CHEMICALS. 


INORGANIC  SYNTHESIS 
PURIFICATION  a  ANALYSIS: 
LABORATORY  REAGENTS. 
MEDICINAL  AND  INDUSTRIAL 
FINE  CHEMICALS 


FERMENTATION  :ANTIBIOTlC  S. 
ANIMAL  FEED  SUPPLEMENTS. 
VITAMIN  PRODUCTS 


EXTRACTION  OF  NATURAL 
PRODUCTS:  NARCOTICS 
OTHER  ALKALOIDS. 


t 


SHARP  8  DOHME  DIVISION 

PRODUCTION  OF  BIOLOGICALS 
FORMULATION  OF  MEDICINAL 
CHEMICALS,  MANUFACTURE 
PACKAGING  8,  DISTRIBUTION 
OF  PHARMACEUTICAL 
DOSAGE  FORMS. 


MERCK  SHARP  &  DOHME 
INTERNATIONAL  DIVISION 

DISTRIBUTION  AND  SALE  OF 
CHEMICAL   Fi  PHARMACEUTICAL 
PRODUCTS   IN   FOREIGN  COUNTRIES 
SOME  MANUFACTURE  ABROAD 


MARINE  MAGNESIUM  DIVISION 

PRODUCTION  OF  MAGNESIUM 
OXIDES  Q-  CARBONATES 
FROM  SEAWATER 
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:.  In  The  Chemical  Industry 
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SPECIALTY 
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they  can  solve  a  problem  without  coming  to  Mr.  Dempsey's  office  or 
mine,  they  do  it." 

MERGER  STUDIES 

According  to  the  Management  Bulletin  of  Merck,5  it  had  considered 
ways  of  diversifying  its  operations.  "Initially  established  as  an  importer 
and  distributor  of  fine  chemicals,  and  subsequently  a  manufacturer  of 
medicinal  and  industrial  chemicals,  the  company's  primary  marketing 
activity  was  the  selling  of  bulk  and  subdivided  chemicals  to  the  drug, 
pharmaceutical,  and  allied  trades.  In  recent  years  many  pharmaceutical 
manufacturers  have  started  making  for  themselves  the  chemicals 
needed  for  their  pharmaceutical  products.  In  order  to  meet  this  grow- 
ing loss  of  market  outlets,  it  became  obvious  as  far  back  as  1927 
that  Merck  would  have  to  expand  its  chemical  manufacturing  opera- 
tions into  the  production  and  distribution  of  pharmaceutical  formula- 
tions." In  1947  the  board  of  directors  of  Merck  decided  that  they 
should  seek  a  merger.  This  policy  was  known  officially  only  to  the 
officers  on  the  board.  The  management  committee  of  the  company 
nevertheless  devoted  considerable  study,  partly  on  its  own  initiative 
but  with  the  full  encouragement  of  the  three  top  officers,  Mr.  Merck, 
Mr.  Kerrigan,  and  Mr.  Johnstone,  to  two  principal  ways  of  entering 
the  pharmaceutical  business — lone  a  gradual  growth  from  within,  and 
the  other,  the  acquisition  of  in  existing  pharmaceutical  firm.  ^During 
1952  the  management  committee  considered  three  major  studies  on 
these  issues.  Some  of  these  studies  were  going  on  during  the  time 
when  Mr.  Merck  and  Mr.  Kerrigan  were  negotiating  with  other  com- 
panies regarding  the  possibility  of  merger. 

The  management  committee  of  Merck  &  Co.,  Inc.,  had  studied  ex- 
pansion from  within  versus  merging  with  a  pharmaceutical  house 
intensively  from  June  through  December,  1952.  The  first  report  of 
June  had  reached  the  following  conclusions:  (1)  time  is  of  the  es- 
sence if  Merck  is  to  establish  a  position  in  the  pharmaceutical  field; 
(2)  growth  from  within  is  not  an  attractive  method  of  entering  the 
field  because  of  the  serious  effect  on  earnings  resulting  from  the 
loss  of  cortisone  position,  increased  operating  expenses,  and  possible 
loss  of  sales  to  pharmaceutical  houses  which  could  not  be  offset  by 
increased  Merck  pharmaceutical  product  sales  during  the  three  to  five 
years  required  for  growth.  Thus,  acquisition  of  a  well-established 
pharmaceutical  house  was  considered  the  most  attractive  method  for 
Merck  to  enter  the  field. 


5  March  9,  1953. 
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This  first  report  cited  the  case  of  streptomycin  as  an  example  of 
how  difficult  it  was  to  change  from  the  role  of  basic  manufacturer  to 
that  of  pharmaceutical  manufacturer  and  distributor.  Competition  was 
hard  on  Merck.  The  company  estimated  that  its  share  of  industry 
sales  of  streptomycin  to  distributive  channels  in  pharmaceutical  forms 
had  declined  to  the  point  that  sales  in  1951  were  one  half  in  quantity 
and  one  seventh  in  value  of  what  they  had  been  in  1948.  This  decline 
was  attributed  within  the  company  to  "less  eager  support  of  the  Merck- 
labeled  products  by  wholesalers  who  wanted  to  keep  the  benefits  of 
extra  discounts  arising  from  sale  of  the  full  line  of  large  pharmaceuti- 
cal houses  who  then  were  producing  and  distributing  streptomycin." 
Wholesalers  operating  under  contract  from  a  full-line  pharmaceutical 
house,  featuring  its  products,  and  delivering  them  to  retailers  when 
no  brand  was  specified,  received  an  extra  over-all  5  %  discount  beyond 
the  usual  16%  %  margin.  When  the  full-line  pharmaceutical  houses 
with  direct  sales  to  retailers  from  branches  added  an  item,  they  too 
tended  to  reduce  the  sales  of  Merck. 

Most  management  committee  members  agreed  the  principal  difficul- 
ties  facing  the  company  were:  (1)  the  lack  of  pharmaceutical  know-  \ 
how  in  management,  marketing,  research,  production,  and  packaging 
channels;  (2)  the  lack  of  a  sales  organization  constructed  on  pharma- 
ceutical lines;  (3)  the  lack  of  pharmaceutical  development  and  pro- 
duction facilities;  and  (4)  the  lack  of  an  established  line  of  pharma- 
ceutical preparations. 

The  first  report  dealt  almost  summarily  with  Merck's  lack  of  know- 
how  in  the  pharmaceutical  field.  It  said  Merck  tended  to  be  in  "a  posi- 
tion of  following  pharmaceutical  competitors'  products,  whereas  new 
and  novel  presentations  offered  a  competitive  advantage  in  the  face  of 
typically  rapid  obsolescence  of  formulations."  For  the  five  most  re- 
cent antibiotics  produced  by  Merck,  the  average  period  from  the  be- 
ginning of  the  development  of  the  product  to  the  completion  of  the 
process  for  its  commercial  production  was  19  months.  This  was  in 
contrast  to  12  months  for  Sharp  &  Dohme. 

A  second  report,  representing  the  analysis  of  a  different  group  in 
the  management  committee,  had  recommended  a  stepwise  program 
for  growth  from  within.  This  report  proposed  a  revised  company  or- 
ganization for  handling  the  pharmaceutical  business  by  setting  up  a 
Pharmaceutical  Division.  This  report  highlighted  the  greatly  increased 
sales  of  Merck-labeled  dosage  formulations. 

Throughout  the  June  to  December  period,  most  of  the  management 
committee  members  expressed  opinions  favoring  merger,  but  they 
were  hesitant  about  going  so  far  as  to  commit  themselves  decisively  to 
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this  conclusion.  Only  one  member  was  forthrightly  opposed  to  it.  Fi- 
nally, in  December,  one  of  the  members  insisted  that  failure  to 
achieve  a  "meeting  of  the  minds"  should  not  be  prolonged  further, 
and  it  was  agreed  that  the  committee  should  present  to  top  executives 
a  recommendation  for  merger  with  an  established  pharmaceutical 
■  manufacturer.  According  to  the  recommendation,  such  a  company 
should  not  be  so  large  that  Merck  would  be  "swallowed  up;  Merck 
should  stay  in  the  driver's  seat."  Another  requisite  was  that  product 
lines  should  be  complementary.  Merger  negotiations  with  Sharp  & 
Dohme  were  under  way  before  this  final  conclusion  of  the  manage- 
'ment  committee  was  reached. 

Mr.  Zinsser  stated  that  in  1947  the  executives  of  Sharp  &  Dohme 
began  to  discuss  the  question  of  acquisition  of  producing  facilities  at 
executives  council  meetings,  but  no  real  action  was  taken.  He  thought 
younger  executives  were  not  eager  for  a  merger,  which  might  mean 
absorption  of  the  company.  Their  preference  seemed  to  be  for  "going 
expansion  alone."  Acquisition  had  been  considered  because  of  develop- 
ments in  the  field  of  antibiotics.  The  company  lacked  fermentation 
facilities.  It  made  a  contract  with  Merck  for  a  penicillin  supply.  Nego- 
tiations for  a  merger  with  Merck  in  1947-48  failed,  according  to  a 
Sharp  &  Dohme  executive.  Consideration  of  a  merger  with  Commercial 
Solvents  Corporation  in  1951  did  not  materialize. 

Some  of  the  feelings  of  the  Sharp  &  Dohme  Division  about  its 
know-how  and  the  basis  for  it  follow.  "This  pharmaceutical  business 
combines  know-how  with  a  long-run  record  as  a  reputable  supplied.  It 
takes  a  long  time  to  build  up  a  good  reputation  in  this  field.  You 
know,  doctors  get  used  to  dealing  with  one  pharmaceutical  house,  and 
they  have  been  dealing  with  us  for  several  generations. 

"One  of  the  tricks  of  this  business  is  dosage.  If  Dr.  Smith  out  in 
the  sticks  is  called  during  the  middle  of  the  night  and  finds  one  of  his 
patients  ill,  he  can't  do  a  lot  of  lab  tests  and  all  the  other  fine  things 
that  can  be  done  in  a  city  hospital  by  a  trained  technician.  He  wants 
to  give  a  pill  combining  a  number  of  different  ingredients,  hoping 
that  one  of  them  will  hit  the  cause  of  the  trouble.  Our  detail  men  will 
give  this  type  of  doctor  as  much  information  as  he  wants  on  the  par- 
ticular dosage  we  have  developed.  These  dosage  forms  aren't  basic  in- 
novations; they  are  really  better  usage  of  existing  drugs  and  antibiotics. 
We  have  over  450  such  products  here  at  Sharp  &  Dohme.  We  plan 
on  replacing  many  of  our  items  each  year.  We  do  that  by  developing 
different  dosages  and  various  combinations  of  the  various  types  of 
drugs. 


MERCK  &  CO.,  INC.  (A JR.)  431 


"You  know  there  are  fashions  in  the  merchandising  of  drugs  just  as 
there  are  in  ladies'  hats.  One  of  our  detail  men's  greatest  tasks  is  to 
educate  the  doctor  on  all  the  new  preparations  coming  out. 

"A  pharmaceutical  product  has  to  go  through  the  following  stages: 
first,  the  gleam  of  an Jdea  for  a  new  field,  or  an  improved  product  for 
use  in  an  old  field;  second,  the^chemist  synthesizes  such  a  product,  the 
pharmacologist  tests  it  on  animals,  and  if  found  safe  the  medicaT^eople 
TuTT-pi^imin^rcIinical  trials.  If  all  works  out  well,  and  only  a  few  do, 
more  extensive  clinical  trials  are  undertaken  to  prepare  for  the  applica- 
tion tojheJFoj3d~an^  Only  after  its  approval  can 
the  product  be  marketed.  This  is  usually^cfone  first  on  a  trial  basis  in  a 
few  dStnctsTo^rove~or  disprove  our  judgment.  If  successful  in  the  trial 
districts,  the  product  is  then  launched  on  a  national  scale. 

"Mr.  Merck  has  a  fine  basic  researchjorganization.  Any  pharma^iti- 
cal  company  hastohave  both  basic  researched  pharmarpni-kal  re- 
search". VC^e  have~  made  a  lot  of  money  out  of  our  pharmaceutical 
research  program.  Merck  can  help  us  strengthen  our  basic  research 
position.  They  gave  us  a  basic  research  advantage  when  we  merged, 
and  we  gave  them  some  advantage  in  terms  of  merchandising  and 
bringing  out  new  ideas.  As  far  as  production  is  concerned,  our  policy 
used  to  be  that  we  did  not  want  to  be  big  producers  of  any  item  we 
used,  but  our  merger  with  Merck  has  changed  this  philosophy.  We 
were  formulators  of  items  that  other  people  manufactured.  Our  policy 
before  the  merger  was  to  make  only  minor  tonnage  items." 

MERGER  NEGOTIATIONS 

A  major  problem  facing  Merck  &  Co.,  Inc.,  was  to  select  a  com- 
pany from  many  candidates  which  would  provide  the  necessary  fa- 
cilities and  marketing  organization  and  yet  would  not  conflict  with 
any  legal  restrictions  of  the  Clayton  Antitrust  Act.6  Inside  legal  counsel 
and  outside  counsel  had  advised  the  board  of  directors  that  merger 
with  Sharp  &  Dohme  in  their  opinion  would  not  violate  the  prohibi- 
tions of  the  Clayton  Act.  The  board  concluded  that  Sharp  &  Dohme 
best  fitted  all  the  requirements  of  the  company  and  the  law. 

Mr.  Merck  and  Mr.  Kerrigan  conducted  the  negotiations  with  Mr. 
Zinsser  and  Mr.  Dempsey.  The  four  agreed  that  the  merger  was 
good  for  both  companies  for  reasons  already  given,  and  that  the  nego- 
tiations should  be  kept  secret  and  confined  to  the  principals,  bankers, 
directors,  and  the  two  controllers  who  were  to  assist  the  bankers  and 

6  Reference  was  made  to  Section  7  of  the  Clayton  Act  as  amended  by  the  Antimerger 
Act  of  1950  (see  Exhibit  4) . 
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MERCK  &  CO.,  INC  AR 

Section  7,  Clayton  Act 
Restriction  on  One  Corporation  Acquiring  Stock  or  Assets  of  Another 

Sec.  7.*  That  no  corporation  engaged  in  commerce  shall  acquire,  directly  or 
indirectly,  the  whole  or  any  part  of  the  stock  or  other  share  capital  and  no  cor- 
poration subject  to  the  jurisdiction  of  the  Federal  Trade  Commission  shall  ac- 
quire the  whole  or  any  part  of  the  assets  of  another  corporation  engaged  also  in 
commerce,  where  in  any  line  of  commerce  in  any  section  of  the  country,  the 
effect  of  such  acquisition  may  be  substantially  to  lessen  competition,  or  to  tend 
to  create  a  monopoly. 

No  corporation  shall  acquire,  directly  or  indirectly,  the  whole  or  any  part  of 
the  stock  or  other  share  capital  and  no  corporation  subject  to  the  jurisdiction  of 
the  Federal  Trade  Commission  shall  acquire  the  whole  or  any  part  of  the  assets 
of  one  or  more  corporations  engaged  in  commerce,  where  in  any  line  of  com- 
merce in  any  section  of  the  country,  the  effect  of  such  acquisition,  of  such  stocks 
or  assets,  or  of  the  use  of  such  stock  by  the  voting  or  granting  of  proxies  or  other- 
wise, may  be  substantially  to  lessen  competition,  or  to  tend  to  create  a  monopoly. 

This  section  shall  not  apply  to  corporations  purchasing  such  stock  solely  for 
investment  and  not  using  the  same  by  voting  or  otherwise  to  bring  about,  or  in 
attempting  to  bring  about,  the  substantial  lessening  of  competition.  Nor  shall 
anything  contained  in  this  section  prevent  a  corporation  engaged  in  commerce 
from  causing  the  formation  of  subsidiary  corporation  for  the  actual  carrying  on 
of  their  immediate  lawful  business,  or  the  natural  and  legitimate  branches  or 
extensions  thereof,  or  from  owning  and  holding  all  or  a  part  of  the  stock  of  such 
subsidiary  corporations,  when  the  effect  of  such  formation  is  not  to  substan- 
tially lessen  competition. 

Nor  shall  anything  herein  contained  be  construed  to  prohibit  any  common 
carrier  subject  to  the  laws  to  regulate  commerce  from  aiding  in  the  construction 
of  branches  or  short  lines  so  located  as  to  become  feeders  to  the  main  line  of  the 
company  so  aiding  in  such  construction  or  from  acquiring  or  owning  all  or  any 
part  of  the  stock  of  such  branch  lines,  nor  to  prevent  any  such  common  carrier 
from  acquiring  and  owning  all  or  any  part  of  the  stock  of  a  branch  or  short  line 
constructed  by  an  independent  company  where  there  is  no  substantial  competi- 
tion between  the  company  owning  the  branch  line  so  constructed  and  the  com- 
pany owning  the  main  line  acquiring  the  property  or  an  interest  therein,  nor  to 
prevent  such  common  carrier  from  extending  any  of  its  lines  through  the  me- 
dium of  the  acquisition  of  stock  or  otherwise  of  any  other  common  carrier  where 
there  is  no  substantial  competition  between  the  company  extending  its  lines  and 
the  company  whose  stock,  property,  or  an  interest  therein  is  so  acquired. 

Nothing  contained  in  this  section  shall  be  held  to  affect  or  impair  any  right 
heretofore  legally  acquired:  Provided.  That  nothing  in  this  section  shall  be  held 
or  construed  to  authorize  or  make  lawful  anything  heretofore  prohibited  or  made 
illegal  by  the  antitrust  laws,  nor  to  exempt  any  person  from  the  penal  provisions 
thereof  or  the  civil  remedies  therein  provided. 

Nothing  contained  in  this  section  shall  apply  to  transactions  duly  consum- 

*  As  amended  by  the  Antimerger  Act  of  1950. 
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mated  pursuant  to  authority  given  by  the  Civil  Aeronautics  Board,  Federal  Com- 
munications Commission,  Federal  Power  Commission,  Interstate  Commerce 
Commission,  the  Securities  and  Exchange  Commission  in  the  exercise  of  its 
jurisdiction  under  section  10  of  the  Public  Utility  Holding  Company  Act  of 
1935,+  the  United  States  Maritime  Commission,  or  the  Secretary  of  Agriculture 
under  any  statutory  provision  vesting  such  power  in  such  Commission,  Secre- 
tary, or  Board. 

#     #     #     #  * 

The  following  list  of  merger  guideposts  was  announced  by  Attorney  General 
Herbert  Brownell  in  connection  with  the  disapproval  by  the  Department  of 
Justice  of  the  proposed  merger  of  Bethlehem  Steel  Corporation  and  The  Youngs- 
town  Sheet  &  Tube  Company.  These  factors  are  used  in  weighing  proposed 
mergers : 

1.  Location,  physical  and  financial  size,  past  acquisitions,  products  and  ac- 
tivities of  merging  companies. 

2.  Structure  and  size  of  the  industry  in  terms  of  production  and  capacity. 

3.  Relative  position  in  the  industry  of  the  two  companies  individually  and 
combined. 

4.  Ease  with  which  new  competitors  may  enter  the  industry. 

5.  Number  of  companies  active  in  the  industry,  their  respective  size  and 
relative  standing  in  sales  and  total  assets. 

6.  Sales,  relative  standing  and  like  factors  of  the  two  companies  and  their 
competitors  in  definable  market  areas,  if  relevant. 

7.  Nature  of  the  industry — whether  infant,  dynamic  or  declining. 

8.  Effect  the  proposed  merger  may  have  on  sources  of  raw  materials  and 
methods  and  patterns  of  distribution. 

9.  Whether  the  acquisition  may  result  in  a  significant  reduction  in  competi- 
tion. 

10.  Whether  the  acquisition  may  increase  the  relative  size  of  the  purchasing 
company  in  such  a  fashion  as  to  give  it  a  substantial  advantage  over  competitors. 

11.  Whether  the  relationships  between  purchaser  and  other  companies  that 
may  be  brought  about  by  the  merger  might  result  in  a  lessening  of  competition. 

t  15  U.S.C.A.  Sec.  79). 

the  auditors  in  the  evaluation  of  the  stock.  No  announcement  was  to 
be  made  until  agreement  was  reached,  and  every  effort  would  be  made 
to  prevent  leaks  in  order  that  there  should  be  no  stock  market  specula- 
tion. Since  previous  negotiations  had  failed,  the  principals  agreed  to 
leave  the  evaluation  of  their  stocks  and  the  determination  of  the  basis 
of  exchange  to  their  bankers — Goldman,  Sachs  and  Company,  for 
Merck,  and  J.  P.  Morgan  and  Company,  for  Sharp  &  Dohme.  When 
this  step  was  completed,  the  principals  met  and  approved  the  work  of 
the  bankers,  had  the  articles  of  merger  prepared,  and  presented  them 
to  their  boards  of  directors  for  approval,  after  which  announcement  to 
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the  managements  of  the  respective  companies,  the  general  public, 
and  stockholders  was  made.  The  merger  was  approved  by  the  stock- 
holders. 

The  financial  structures  and  terms  of  the  merger  are  described  in 
Merck  &  Co.,  Inc.  (BR). 


MERCK  &  CO.,  INC.  (BR) 


The  terms  of  the  merger  between  Merck  &  Co.,  Inc.,  and  Sharp  & 
Dohme,  Incorporated,  as  set  forth  in  the  proxy  statements  of  April  2, 
1953,  were  as  follows:  The  name  of  the  combined  company  was  to 
be  Merck  &  Co.,  Inc.  All  stock  issues  of  the  old  Merck  company 
were  to  continue  as  they  were  before  the  merger.  Each  share  of  the 
common  stock  of  Sharp  &  Dohme  then  outstanding  was  to  be  changed 
into  2}4  shares  of  common  stock  of  the  combined  corporation,  and 
each  share  of  Sharp  &  Dohme's  $4.25  cumulative  preference  stock, 
then  outstanding  was  to  be  changed  into  one  share  of  $4.25  cumu-j 
lative  second  preferred  stock  of  the  combined  corporation.  This  lat- 
ter stock  was  to  have  the  same  dividend  rate  and  redemption  and 
liquidation  prices  as  the  Sharp  &  Dohme  stock  which  it  replaced; 
in  addition,  it  was  to  have  the  benefit  of  a  purchase  fund;  however, 
it  had  no  conversion  rights  as  the  former  Sharp  &  Dohme  stock  once 
had.  The  Sharp  &  Dohme  proxy  statement  contained  a  summary  of  the 
terms  of  the  securities  of  the  combined  corporation,  as  shown  in  Ex- 
hibit 1.  Further  details  are  included  in  the  Articles  of  Merger,  Ap- 
pendix A.  This  appendix  is  filed  in  Baker  Library,  Harvard  Business 
School. 

Exhibit  1 
MERCK  &  CO.,  INC.  (BR) 
Securities  of  Combined  Corporation 
A  brief  summary  of  the  principal  terms  of  the  second  preferred  stock  and 
common  stock  of  the  combined  corporation  is  set  forth  below.  For  a  complete 
statement  of  the  preferences,  qualifications,  limitations,  voting  rights,  and  re- 
strictions of  all  authorized  classes  and  series  of  stock  of  the  combined  corpora- 
tion, you  are  referred  to  the  Articles  of  Merger. 

Provisions  Applicable  to  All  Series  of  Second  Prefferred  Stock 

Dividends.  Cumulative  dividends  at  the  annual  rate  fixed  for  each  series 
will  be  payable  quarterly  on  the  first  day  of  each  January,  April,  July,  and  Octo- 
ber, subject  however  to  the  prior  dividend  rights  of  the  holders  of  cumulative 
preferred  stock  and  to  compliance  with  other  provisions  for  their  protection. 

Redemption  Provisions.  Subject  to  the  provisions  for  the  protection  of  the 
cumulative  preferred  stock,  the  second  preferred  stock  or  any  series  thereof 
will  be  redeemable  in  whole  or  in  part  at  any  time  on  30  days'  notice  at  the  re- 
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demption  price  applicable  no  the  shares  to  be  redeemed,  plus  accumulated  and 
unpaid  dividends.  The  redemption  price  of  the  S4.00  convertible  second  pre- 
ferred stock  is  S108  per  share  on  or  prior  to  January  1,  1954,  after  which  it 
will  be  reduced  at  specified  intervals  until  January  1,  I960,  when  it  will  become 
S104  per  share.  The  redemption  price  of  the  S4.25  second  preferred  stock  will 
be  S 103  per  share  on  or  prior  to  February  1,  1956.  and  S101  per  share  there- 
after. 

Liquidation  Rights.  Subject  to  the  prior  rights  of  the  holders  of  cumulative 
preferred  stock,  upon  any  voluntary  liquidation  of  the  combined  corporation 
the  holders  of  second  preferred  stock  will  be  entitled  to  receive  the  amounts 
which  would  then  be  payable  upon  redemption  of  their  shares,  and  upon  any 
involuntary  liquidation  of  the  combined  corporation  will  be  entitled  to  receive 
the  involuntary  liquidation  prices  previously  established  for  their  shares,  plus 
accumulated  and  unpaid  dividends.  The  involuntary  liquidation  price  of  the 
S4.00  convertible  second  preferred  stock  and  the  S4.25  second  preferred  stock 
is  S100  per  share. 

Lack  of  Pre-emptive  Rights.  Holders  of  second  preferred  stock  will  have  no 
pre-emptive  rights. 

Voting  Rights  and  Certain  Protective  Provisions.  The  holders  of  all  three 
classes  of  stock  will  be  entitled  to  vote  for  directors,  and  to  exercise  the  right  of 
cumulative  voting.  With  respect  to  matters  on  which  they  are  entitled  to  vo:e. 
holders  of  cumulative  preferred  stock  will  have  six  votes  per  share  and  holders 
of  second  preferred  stock  and  common  stock  will  have  one  vote  per  share,  except 
as  otherwise  required  by  statute.  Upon  default  in  the  payment  of  four  quarterly 
dividends  on  the  cumulative  preferred  stock  or  second  preferred  stock  of  any 
series  in  whole  or  in  part,  the  holders  of  each  class  of  stock  as  to  which  there  is 
such  a  default  will  have  the  right  at  any  annual  meeting  held  prior  to  the  pay- 
ment of  all  dividends  then  in  default  on  such  class  of  stock,  to  elect,  by  a  class 
vote,  one  fourth  of  the  directors,  but  not  fewer  than  two.  Such  class  voting  rights 
will  be  in  addition  to  the  rights  of  such  holders  to  vote  in  the  election  of  direc- 
tors not  elected  by  class  vote.  All  other  voting  rights  except  those  expressly  set 
forth  in  the  Articles  of  Merger  or  affirmatively  provided  by  statute  will  be  vested 
in  the  holders  of  common  stock. 

The  Articles  of  Merger  contain  certain  provisions  for  the  protection  of  the 
rights  of  the  holders  of  the  second  preferred  stock.  These  provisions  include  a 
requirement,  similar  to  that  contained  in  Sharp  &  Dohme's  cumulative  pref- 
erence stock,  that  the  consent  of  the  holders  of  at  least  two  thirds  of  the  out- 
standing second  preferred  stock  be  obtained  before  the  Articles  of  Merger  may 
be  amended  so  as  adversely  to  affect  the  rights  or  preferences  of  the  second 
preferred  stock,  or.  if  the  amendment  would  adversely  affect  less  than  all  the 
series  of  the  second  preferred  stock  or  would  unequally  so  adversely  affect  the 
rights  of  different  series  of  second  preferred  stock,  that  the  consent  of  the  hold- 
ers of  at  least  two  thirds  of  the  outstanding  shares  of  each  series  so  adversely  or 
unequally  affected  be  obtained  for  such  amendment.  These  provisions  also  in- 
clude a  requirement  that  the  consent  of  the  holders  of  at  least  two  thirds  in 
interest  of  the  outstanding  second  preferred  stock  (but  not  less  than  one  half  of 
such  stock  outstanding)  be  obtained  before  certain  other  actions  which  might  be 
deemed  adversely  to  affect  the  rights  of  the  holders  of  second  preferred  stock 
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may  be  taken  by  the  combined  corporation.  Any  requirement  for  the  consent  of 
"two  thirds  in  interest"  of  all  the  stockholders  or  of  "two  thirds  in  interest"  of 
each  class  of  stockholders  having  voting  powers  would  be  met  bv  obtaining  the 
consent  of  two  thirds  in  interest  of  the  stockholders  present  and  voting  in  per- 
son or  by  proxy,  or.  where  consent  by  classes  is  required,  bv  obtaining  the  con- 
sent of  two  thirds  in  interest  of  each  class  so  present  and  voting. 

Purchase  Fund  Applicable  to  S4.00  Convertible  Second  Preferred 
Stock  and  $4.25  Second  Preffered  Stock 

The  Articles  of  Merger  provide  that  the  combined  corporation  will  on  each 
July  1,  beginning  in  1954.  authorize  one  or  more  purchase  agents  to  purchase 
shares  of  S4.00  convertible  second  preferred  stock  and  S4.25  second  preferred 
stock  during  the  ensuing  12  months  at  a  price  per  share  not  to  exceed  S100.  The 
number  of  shares  authorized  to  be  purchased  in  each  12 -month  period  will  be  2 
per  cent  of  the  aggregate  number  of  shares  of  those  two  series  outstanding  on 
such  July  1.  if  the  total  liquidation  value  of  all  shares  of  all  series  of  second 
preferred  stock  then  outstanding  is  more  than  50  per  cent  of  the  total  liquida- 
tion value  of  all  shares  of  those  two  series  outstanding  upon  the  effective  date 
of  the  merger,  and  otherwise  1  per  cent  of  the  aggregate  number  of  shares  of 
those  two  series  outstanding  on  such  July  1:  provided,  that  in  no  case  will  the 
combined  corporation  be  obliged  to  authorize  the  purchase  during  a  12-month 
period  of  more  than  the  number  of  shares  which  could  be  purchased  at  SI 00  per 
share  out  of  the  consolidated  net  income  of  the  combined  corporation  for  the 
preceding  fiscal  year  after  deducting  dividends  on  the  second  preferred  stock 
and  on  any  other  stock  of  the  combined  corporation  ranking  prior  to  or  equally 
with  the  second  preferred  stock.  The  authorization  for  each  12 -month  period  will 
be  divided  between  the  S4.00  convertible  second  preferred  stock  and  the  S4.25 
second  preferred  stock  in  proportion  to  the  number  of  shares  of  each  such  series 
outstanding  on  such  first  day  of  July.  An  authorization  not  exhausted  bv  the 
end  of  such  12 -month  period  will  expire. 

Provisions  for  the  protection  of  the  cumulative  preferred  stock  or  a  default 
with  respect  to  any  dividend  on  the  second  preferred  stock  might  prevent  the 
giving  of  any  such  authorization  by  the  combined  corporation  or  require  its  sus- 
pension. The  Articles  of  Merger  contain  provisions  restricting  dividends  on 
junior  stock  unless  required  authorizations  are  given. 

Conversion  Rights  of  S4.00  Convertible  Second  Preferred  Stock 

Each  share  of  S4.00  convertible  second  preferred  stock  is  convertible  into  2.9 
shares  of  common  stock  and  is  entitled  to  the  benefit  of  provisions  intended  to 
prevent  dilution  of  such  conversion  right.  The  S4.25  second  preferred  stock  is 
not  convertible. 

Common  Stock 

Subject  to  the  prior  rights  of  holders  of  any  class  of  stock  of  the  combined 
corporation  having  any  preference  or  priority  over  the  common  stock,  the  hold- 
ers of  common  stock  will  have  all  rights  appertaining  to  capital  stock  of  the 
combined  corporation. 

Unless  otherwise  provided  in  an  amendment  of  the  Articles  of  Merger  or  by- 
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laws  adopted  by  two  thirds  in  interest  of  each  class  of  stockholders  entitled  to 
vote  thereon,  holders  of  common  stock  of  the  combined  corporation  will  have 
the  right  (unless  waived)  to  purchase  their  pro-rata  proportions  of  any  stock 
issued  for  cash  (other  than  cumulative  preferred  stock  and  common  stock  is- 
sued pursuant  to  Merck's  stock  option  plan  and  under  the  option  granted  to 
Merck's  president ) ,  at  such  prices,  within  such  times  and  upon  such  terms  as 
are  fixed  by  the  board  of  directors.  The  holders  of  common  stock  of  Sharp  & 
Dohme  at  present  have  no  pre-emptive  rights. 

Comparison  of  Certain  Terms  of  $4.25  Second  Preferred  Stock  of 
Combined  Corporation  and  $4.25  Cumulative  Preference  Stock  of 
Sharp  &  Dohme 

Among  the  differences  between  the  terms  of  the  S4.25  second  preferred 
stock  of  the  combined  corporation  and  the  terms  of  the  S4.25  cumulative  prefer- 
ence stock  of  Sharp  &  Dohme  are  the  following: 

1.  Although  Sharp  &  Dohme  has  no  class  of  stock  ranking  prior  to  its  $4.25 
cumulative  preference  stock,  it  has  funded  debt  of  S 5, 000,000.  The  $4.25 
second  preferred  stock  of  the  combined  corporation  will  be  subject  to  the 
prior  rights  of  its  cumulative  preferred  stock,  but  the  additional  funded 
debt  of  the  combined  corporation  will  initially  be  only  $790,000  more 
than  the  funded  debt  of  Sharp  &  Dohme. 

2.  The  $4.25  second  preferred  stock  and  $4.00  convertible  second  preferred 
stock  of  the  combined  corporation  will  be  entitled  to  the  benefits  of  the 
purchase  fund  described  above.  The  $4.25  cumulative  preference  stock  of 
Sharp  &  Dohme  is  not  entitled  to  the  benefit  of  any  purchase  fund  or 
sinking  fund. 

3.  The  S4.25  second  preferred  stock  of  the  combined  corporation  will  have 
the  right  to  vote  in  all  elections  of  directors,  whereas  Sharp  &  Dohme's 
$4.25  cumulative  preference  stock  has  the  right  to  vote  for  directors  only 
in  certain  instances.  On  the  other  hand,  upon  certain  defaults  as  to  divi- 
dends, holders  of  $4.25  cumulative  preference  stock  of  Sharp  &  Dohme 
would  have  the  right  to  elect  a  majority  of  the  board  of  directors,  whereas 
holders  of  all  the  second  preferred  stock  of  the  combined  corporation, 
voting  as  a  class,  would  have  the  right  only  to  elect  only  one  fourth  of  the 
directors  (but  not  fewer  than  two). 

The  requirement  of  the  consent  of  the  holders  of  two  thirds  of  the  outstand- 
ing shares  of  the  class  or  series  affected,  to  any  charter  amendment  making  any 
adverse  change  in  rights  or  preferences,  as  described  above  under  "Voting  Rights 
and  Certain  Protective  Provisions,"  is  substantially  the  same  in  the  second  pre- 
ferred stock  of  the  combined  corporation  as  in  the  cumulative  preference  stock 
of  Sharp  &  Dohme.  The  consent  of  the  holders  of  two  thirds  of  the  outstanding 
cumulative  preference  stock  of  Sharp  &  Dohme  is  required  to  authorize  any 
stock  which  would  rank  prior  to  the  cumulative  preference  stock,  or  to  authorize 
any  stock,  beyond  the  presently  authorized  500,000  shares  of  cumulative  pref- 
erence stock,  which  would  rank  equally  with  the  cumulative  preference  stock. 
The  consent  of  the  holders  of  two  thirds  of  the  second  preferred  stock  of  the 
combined  corporation  present  at  a  stockholders'  meeting,  but  not  less  than  one 
half  of  such  stock  then  outstanding,  is  required  to  create  or  issue,  beyond  a 
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formula  limitation,  any  funded  debt  or  any  stock  which  would  rank  prior  to  or 
equally  with  second  preferred  stock;  or  to  take  various  other  actions,  such  as  to 
make  certain  guarantees,  or  to  sell  the  business  of  the  combined  corporation,  or 
to  merge. 

General 

The  shares  of  $4.25  second  preferred  stock  and  of  common  stock  of  the  com- 
bined corporation  into  which  the  shares  of  $4.25  cumulative  preference  stock 
and  of  common  stock  of  Sharp  &  Dohme,  respectively,  are  to  be  changed  upon 
the  merger  becoming  effective  will  be  fully  paid  and  nonassessable. 

The  balance  sheets  of  Sharp  &  Dohme,  Incorporated,  and  of  Merck 
&  Co.,  Inc.,  for  1952  were  as  shown  in  Exhibit  2.  The  income  ac- 
counts of  the  two  companies  for  1950,  1951,  and  1952,  were  as  given 
in  Exhibit  3.  Net  income  of  several  pharmaceutical  companies  are 
shown  in  chart  form  in  Exhibit  4. 

The  capitalizations  of  Sharp  &  Dohme  and  Merck  as  at  Decem- 
ber 31,  1952,  and,  after  giving  effect  to  the  merger,  of  the  combined 
corporation  were  as  follows: 


Long-term  debt  (not  including  portions  due 

within  one  year)  

Capital  stocks  (in  shares): 
Sharp  &  Dohme : 

Cumulative  preference  stock  (without  par 
value) : 

Authorized  

Outstanding: 

$4.25  cumulative  preference  stock  

Common  stock  (without  par  value): 

Authorized  

Outstanding  

Merck  or  combined  corporation: 

Cumulative  preferred  stock  (without  par 
value) : 

Authorized  

Outstanding: 

$3-50  cumulative  preferred  stock  

Second  preferred  stock  (cumulative  and  with- 
out par  value) : 

Authorized  

Outstanding: 

$4.00  convertible  second  preferred  stock .  . 

$4.25  second  preferred  stock  

Common  stock  (par  value  16%^  per  share): 

Authorized  

Outstanding  


Sharp  & 
Dohme 


$5,000,000 
500,000 

143,844 

2,000,000 
1,079,923 


Merck 


$  790,000* 


150,000 
120,000 

275,000 
244,353 


9,000,000 
7,335,426f 


Combined 
Corporation 


$  5,790,000 


150,000 
120,000 

388,197 

244,353 
143,844 

11,500,000 
9,765,252| 


*  Purchase  obligation — Cherokee  plant. 

t  Excluding  708,624  shares  of  common  stock  reserved  for  conversion  of  the  outstanding  244,353  shares  of  $4.00 
convertible  second  preferred  stock  and  330,000  shares  reserved  for  issuance  under  options  granted  pursuant  to  a 
stock  option  plan  and  an  employment  contract. 
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Exhibit  3 
MERCK  &  CO.,  INC.  (BR) 
Merck  &  Co.,  Inc.,  and  Consolidated  Domestic  Subsidiaries 
Statement  of  Income  for  the  Years  1950,  1951,  and  1952 


1950 

1951 

1952 

Net  sales  

$94,093,395 

$120,269,432 

$105,718,670 

Cost  of  goods  sold  

.  56,537,517 

64,728,301 

64,973,347 

Gross  profit  

.$37,555,878 

$  55,541,131 

$  40,745,323 

Selling,  general,  and  administrative  expenses  

.$16,437,174 

$  20,730,668 

$  23,884,445 

Provision  for  doubtful  accounts  

80,128 

69,884 

80,415 

$16,517,302 

c>  ZU,oUU,5jZ 

$  Z3,y64,o60 

$21,038,576 

$  34,740,579 

$  16,780,463 

Other  income: 

Royalties  

$  1,238,366 

$  2,389,240 

$  2,706,118 

Dividends  received  from  unconsolidated  Canadian 

subsidiary  

230,285 

530,143 

136,789 

Interest  on  refund  of  U.S.  taxes  on  income  in  settle 

ment  of  claim  under  Section  722  of  the  Internal 

388,121 
260,570 

Interest  on  U.S.  government  securities  

101,820 

186,547 

Miscellaneous  

558,648 

329,940 

488,019 

$  2,129,119 

$  3,435,870 

$  3,979,617 

$23,167,695 

$  38,176,449 

$  20,760,080 

Deductions  from  income: 

Additional  depreciation  under  certificates  of  neces 

sity  

$  331,146 

$  1,057,304 

Interest  under  bank  loan  agreement  

$  87,500 

87,500 

87,257 

Miscellaneous  

155,998 

224,872 

519,724 

$  243,498 

$  643,518 

$  1,664,285 

$22,924,197 

$  37,532,931 

$  19,095,795 

Taxes  on  income  (estimated): 

U.S.  normal  income  tax  and  surtax.  .  .,  

$  9,725,000 

$  18,550,000 

$  9,680,000 

U.S.  excess  profits  tax  

1,775,000 

6,150,000 

820,000 

Other  taxes  on  income  

147,593 

324,157 

187,249 

$11,647,593 

$  25,024,157 

$  10,687,249 

Net  Income  

.$11,276,604 

$  12,508,774 

$  8,408,546 

The  following  material  on  market  prices  of  securities  of  the  two 
companies  and  other  financial  data  were  taken  from  the  Sharp  & 
Dohme  proxy  statement. 

Market  Prices 

The  high  and  low  sales  prices  on  the  New  York  Stock  Exchange 
of  the  various  classes  of  Sharp  &  Dohme  and  Merck  stock  for  each  of 
the  periods  indicated  below,  and,  for  purposes  of  comparison,  2  J4  times 
such  prices  in  the  case  of  Merck  common  stock,  were  as  shown  in  Ex- 
hibit 5.  Exhibit  6  shows  the  market  value  of  Merck  &  Co.,  Inc.,  common 
stock  adjusted  for  split-ups  for  the  period  1941-52. 
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Sharp  &  Dohme,  Incorporated,  and  Subsidiary  Companies 

Consolidated  Statement  of  Income  for  the  Years  1950,  1951,  and  1952 

1950  1951  1952 

Sales,  less  discounts,  returns,  and  allowances .  $42,117,012.79  $45,681,167.79  $50,399,847.96 

Cost  of  sales                                                17,231,434.02  19,723,669.26  23,'528'o24'92 

Gross  profit  $24,885,578.77  $25,957,498.53  $26,871,823.04 

Selling,  administrative,  and  general  expenses.  .$16,696,105.63  $18,518,460.08  $19,762,693.66 

Provision  for  doubtful  accounts                              9,622.76  15,278.94  44,610.50 

$16,705,728.39  $18,533,739.02  $19,807,304.16 

$  8,179,850.38  $  7,423,759-51  $  7,064,518.88 

Other  income: 

Royalties  $  1,008,098.42  $  1,090,874.53  $  808,609.51 

Cash  discounts  on  purchases                            109,116.49  141,524.92  126  922.53 

Dividend  from  affiliate  not  consolidated ....       137,500.00  45,000.00  45,'oOO.OO 
Reduction  of  allowance  for  doubtful  ac- 
counts to  estimated  requirement   221,279.63 

Rents                                                            30,225.31  20,649.56  82,270.28 

Gain  on  sale  of  fixed  assets                               49,887.10  9,433.64  84,334.08 

Miscellaneous                                                 98,837.77  111,667.35  51  '758.04 

$  1,433,665.09  $  1,640,429.63  $  1,198,894.44 

$  9,613,515-47  $  9,064,189.14  $  8,263,413.32 

Other  charges: 

Expenses  of  expansion  program  $      26,184.24  $     104,526.60  $  72,418.42 

Loss  from  sale  or  retirement  of  fixed  assets . .  .        47,537.20  19,674.38  5o'739.23 

Interest                                                       31,502.69  71,344.02  195.W67 

Loss  from  devaluation  of  foreign  currency. .  30,403.00 

Miscellaneous                                                 26,477.11  25,389.71  24,239.93 

$     162,104.24  $     220,934.71  $  342,60025 

Income  before  provision  for  taxes  on  income .  .  .$  9,451,411.23  $  8,843,254.43  $  7,920,813.07 
Provision  for  taxes  on  income: 

Federal  normal  and  surtax  $  3,307,650.00  $  3,407,000.00  $  3,048,900.00 

Federal  excess  profits                                      245,200.00  92,000.00*   

State  and  local                                               185,958.20  201,399.41  178,969.00 

Foreign  •                                        436,745-29  770,001.30  792^249.00 

$  4,175,553.49  $  4,286,400.71  $  4,020,118.00 

Net  Income  $  5,275,857.74  $  4,556,853-72  $  3,900,695-07 

*  Indicates  refund  of  1950  tax  by  reason  of  carry-back. 


Certain  Financial  and  Accounting  Data 

earnings 

The  following  summaries  of  earnings  of  Sharp  &  Dohme,  Incorpo- 
rated, and  subsidiary  companies  and  of  Merck  &  Co.,  Inc.,  and  consoli- 
dated domestic  subsidiaries  for  the  five  years  ended  December  31, 
1952,  have  been  examined  by  Lybrand,  Ross  Brothers  &  Montgomery, 
independent  certified  public  accountants,  whose  opinion  is  contained 
in  their  report  herein.  The  summaries  as  to  the  years  1950,  1951, 
and  1952  should  be  read  in  conjunction  with  the  financial  statements 
of  the  respective  companies. 
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Exhibit  6 
MERCK  &  CO..  INC.  (BR) 
Market  Value  of  Common  Stock,  1941-52 
(Adjusted  for  Split-ups) 


Year 

Average 
Market  \  alue, 
Merck — Common* 

Earnings  per 
Common  Share 

Market 
Price  X 
Earningst 

1941  

$  4.95 

$0.50 

9.9 

194"  

4.60 

0.38 

12.3 

1943  

6.33 

0.50 

12.6 

O.jl 

u.zo 

24.2 

1945  

6.62 

0.29 

22.8 

1946  

10.16 

0.76 

13.4 

1947  

9.10 

0.81 

11.2 

1948  

9.03 

1.18 

7-7 

1949  

11.79 

0.93 

12.1 

1950  

17.71 

1.49 

11.9 

1951  

34.12 

1.62 

21.1 

1952  

28.75 

0.96 

30.0 

1953  

21.44 

n.a. 

n.a. 

*  Average  of  annual  highs  and 

ows  since  common 

on  New  York  Stock  Exchange — ad- 

,  ,      °..  — -0—  —  -  .v,,.  ^iLuaugv.  ad- 

justed for  split-ups. 

t  Price-earnings  ratio  or  number  times  stock  selling  price  is  greater  than  annual  earnings, 
n.a.  Xot  available. 


Sharp  &  Dohme  and  Domestic  and  Foreign  Subsidiaries  Consolidated 


Year  Ended 
December  31 

Net  Sales 

Gross  Profit 

Provision 
for  Taxes 
on  Income* 

Net  Income 

Preferred 
Dividends 
Declared 

Amount 
Applicable  to 
Common 
Stock 

1948  

1949  

1950  

1951  

1952  

$35,211,000 
38,990,000 
42,117,000 
45,681,000 
50,400,000 

$20,509,000 
23,026,000 
24,886,000 
25,957,000 
26,872,000  1 

$2,694,000 
3,370,000 
4,175,000 
4,286,000 
4.020,000 

$3,911,000 
4,760.000 
5,276,000 
4,557,000 
3,901,000 

$  802,000 
1,002,000 
458,000 
611,000 
611,000 

$3,109,000 
3,758,000 
4,818,000 
3,946,000 
3,290,000 

*  Includes  provision  for  excess  profits  tax  of  S245.000  in  1950,  and  $92,000  refund  in  1951. 


Merck  and  Consolidated  Domestic  Subsidiaries  Only 


Year  Ended 

Net  Sales 

Gross  Profit 

Provision 

December  31 

for  Taxes 

Net  Income 

on  Income* 

1948  

$  6S, 520,000 

$26,210,000 

$  4,99S,000 

$  8,215,000 

1949  

69,515,000 

24,988,000 

4,425,000 

6,855,000 

1950  

94,093,000 

37,556,000 

11,647,000 

11,277,000 

1951  

120,269,000 

55,541,000 

25,024,000 

12,509,000 

1952  

105,719,000 

40,745,000 

10,687,000 

8,409,000 

*  Includes  provision  for  excess  profits  tax  of  $1,775,000  in  1950,  $6,150,000  in  1951,  and  $820,000 
in  1952. 


The  above  net  income  figures  do  not  include  undistributed  net  in- 
come of  Merck's  unconsolidated  wholly  owned  foreign  subsidiaries. 
The  following  table  shows  the  amounts  applicable  to  common  stock 
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after  adding  that  undistributed  net  income,  and  after  deducting  pre- 
ferred dividends  declared: 


Year 

Net  Income 

Un- 
distributed 
Net  Income 

Net  Income 
Including 
Undistributed 
Net  Income 

Preferred 
Dividends 
Declared 

Amount 
Applicable 
to  Common 
Stock 

1948.    

$  8,215,000 
6,855,000 
11,277,000 
12,509,000 
8,409,000 

$306,000 
169,000 
455,000 
797,000 
311,000 

$  8,521,000 
7,024,000 
11,732,000 
13,306,000 
8,720,000 

$  420,000 
605,000 
526,000 
640,000 
1,397,000 

$  8,101,000 
6,419,000 
11,206,000 
12,666,000 
7,323,000 

1949  

1950  

1951  

1952  

COMBINED  INCOME 

The  following  summary  for  the  five  years  ended  December  31, 
1952,  has  been  prepared  by  combining  amounts  in  the  foregoing 
summaries : 


Year  Ended 
December  31 

Combined 
Net  Income* 

Combined 
Preferred 
Dividend 
Declared 

Amount 
Applicable  to 
Common  Stock 

1948  

$12,432,000 

$1,222,000 

$11,210,000 

1949  

11,784,000 

1,607,000 

10,177,000 

1950  

17,008,000 

984,000 

16,024,000 

1951  

17,863,000 

1,251,000 

16,612,000 

1952  

12,621,000 

2,008,000 

10,613,000 

*  Including  undistributed  net  income  of  Merck's  unconsolidated  wholly  owned 
foreign  subsidiaries. 


Unrealized  intercompany  profit  in  Sharp  &  Dohme  inventories  pur- 
chased from  Merck  is  considered  not  material  and  has  not  been  elimi- 
nated in  the  above  summary. 

CERTAIN  EARNINGS  CALCULATIONS  AS  TO  COMMON  STOCKS 

The  following  is  a  calculation  of  earnings  per  present  common 
share  of  Sharp  &  Dohme  and  Merck  for  the  years  indicated,  based 
upon  the  foregoing  statements  of  amount  applicable  to  common  stock: 


1948 

1949 

1950 

1951 

1952 

Earnings  per  present  common  share: 

Sharp  &  Dohme : 

Before  merger*  

$3.92 

$3.96 

$4.49 

$3.65 

$3.04 

After  mergerf  

3.02 

2.61 

3.85 

3.83 

2.45 

Merck : 

Before  merger*  

1.23 

0.97 

1.61 

1.73 

1.00 

After  mergerf  

1.34 

1.16 

1.71 

1.70 

1.09 

*  Based  upon  the  weighted  average  number  of  common  shares  outstanding  during  each  year,  adjusted 
for  stock  split-ups  (if  any). 

t  Based  upon  the  respective  numbers  of  common  shares  specified  in  (*)  above,  assuming  the  merger 
had  been  effected. 
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CERTAIN    EARNINGS   CALCULATIONS   AS  TO   PREFERRED  STOCKS 


CERTAIN   ASSET  CALCULATIONS 

The  following  table  sets  forth  calculations  of  the  assets,  per  $100  of 
funded  debt  and  preferred  stock,  and  per  share  of  common  stock, 


18.13§ 

$750t 

S761t 

?  Net  i--tT-  ri-t-i  f  _rii  r 


DIVIDENDS   ON   COMMON  STOCK 

The  dividends  declared  per  share  of  common  stock,  adjusted  for  the 
Merck  stock  split-ups,  for  the  five  years  ended  December  31,  1952, 
have  been  as  follows: 
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1948 

1949      1      1950     1  1951 

1952 

Sharp  &  Dohme  

Merck  

$1.00       $1.20       $1.70    j  $1.80 
0.523^,     0.50         0.705.6  0.80 

$2.00 
0.80 

These  figures  do  not  reflect  the  fact  that  under  the  terms  of  the 
merger  2  V4  shares  of  Merck  common  stock  will  be  equivalent  to  one 
share  of  Sharp  &  Dohme  common  stock. 

The  combined  corporation  was  to  have  an  initial  board  of  16  direc- 
tors, including  four  from  Sharp  &  Dohme  and  all  12  directors  of 
Merck.  (See  page  450.) 

Directors  of  Sharp  &  Dohme  who  did  not  become  members  of  the 
enlarged  Merck  board  were: 


Years 
Served  as 
Director 

John  G.  Bill,  vice  president  of  Sharp  &  Dohme   1952-53 

Milton  Campbell,  retired,  former  president  of  H.  K.  Mulford  Co., 

pharmaceutical  manufacturer   1929-53 

Radcliffe  Cheston,  Jr.,  limited  partner,  Smith  Barney  &  Co.,  investment 

bankers  1942-53 

Henry  W.  Gadsden,  vice  president  of  Sharp  &  Dohme  1952-53 

Howard  A.  Loeb,  chairman  of  the  board,  Trademen's  National  Bank  and 

Trust  Co.,  Philadelphia   1929-53 

G.  Willing  Pepper,  vice  president,  Scott  Paper  Co.,  paper  manufacturer  1937-42 

1945-53 

Stanley  Resor,  president,  J.  Walter  Thompson  Co.,  advertising  1932-53 

Edward  Starr,  Jr.,  partner,  Drexel  &  Co.,  investment  bankers  1937-53 

Philip  Wallis,  partner,  Drinker  Biddle  &  Reath,  attorneys  1943-53 

John  C.  West,  manager,  Brown  Brothers  Harriman  &  Co.,  private  bankers  1939-53 

The  remuneration  of  the  three  highest-paid  officers  of  Merck,  each 
Merck  director  whose  aggregate  remuneration  exceeded  $25,000, 
three  officers  of  Sharp  &  Dohme,  and  the  aggregate  remuneration 
of  all  officers  and  directors  as  a  group  in  both  companies  as  shown 
in  the  proxy  statements  are  given  on  page  45 1. 
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Remuneration  of  Directors  and  Officers — Merck 


Name  of  Individual 
cr  Identity  of  Group 


George  W.  Merck 


James  J.  Kerrigan . 


Henry  W.  Johr 


James  H.  Sharp 


All  persons,  as  a  group,  who 
were  directors  or  officers  of 
Merck  at  any  time  during 
1952  


Capacities  in  Which 
Remuneration  Was  Received 


Chairman  of  the  board  and 
director  of  Merck;  direc- 
tor of  Merck  &  Co.,  Lim- 
ited; Merck  (North  Amer- 
ica), Inc. ;  and  Merck  (Pan 
America),  Inc  


President  and  director  of 
Merck;  director  of  Merck 
&  Co.,  Limited;  Merck 
(North  America),  Inc.; 
and  Merck  (Pan  America), 
Inc  


Senior  vice  president  and  di- 
rector of  Merck;  director 
of  Merck  &  Co.,  Limited. 

Financial  vice  president  and 
director  of  Merck;  director 
of  Merck  &  Co.,  Limited; 
Merck  (North  America), 
Inc.;  and  Merck  (Pan 
America),  Inc  


Officers  and  directors 


Aggregate 
Remuneration 


Estimated  Annual 
Benefits  Payable 
under  Merck's 
Plan  for  Retire- 
ment Income* 


64,804 


109,556 


82,387 


63,579 


855,597^ 


$13,167f 


17,525$ 


,354| 


5,032J 


(II) 


*  The  plan  is  an  insured  group  pension  plan  providing  for  fixed  benefits  in  the  event  of  retirement  at  a  specified 
age,  and  payments  to  the  insurer  under  the  plan  are  made  on  an  actuarial  basis. 

t  This  estimate  is  made  on  the  assumption  that  Mr.  Merck  continues  in  the  employ  of  the  combined  corporation 
until  normal  retirement  date  at  the  remuneration  received  in  1952  and  that  the  plan  for  retirement  income  is  then 
in  effect. 

t  These  estimates  are  made  on  the  assumption  that  Messrs.  Kerrigan,  Johnstone,  and  Sharp  continue  in  the 
employ  of  the  combined  corporation  until  their  normal  retirement  dates  at  the  remuneration  which  is  provided  for 
undf:,rihe  terms  of  their  respective  employment  contracts,  and  that  the  plan  for  retirement  income  is  then  in  effect. 

8  The  fees  and  salaries  paid  to  officers  and  directors  as  a  group  do  not  include  legal  fees  of  $21,000  paid  to 
Sullivan  &  Cromwell,  of  which  firm  Edward  H.  Green,  a  director  of  Merck,  is  a  member. 

||  Directors  who  are  not  officers  do  not  participate  in  retirement  benefits. 


Sharp  &  Dohme 


Name  of  Individual 
or  Identity  of  Group 

Capacities  in  Which  Remuneration 
Was  Received 

Aggregate 
Remuneration 

Amount  Set 
Aside  under 
Employees' 
Retirement 
Plan 

Estimated 
Annual  Bene- 
fits upon 
Retirement* 

J.  S.  Zinsser  

W.  L.  Dempsey .... 

J.  G.  Bill  

All  directors  and  of] 

Chairman  of  the  board,  director. 

President,  director  

Vice  president,  director  

icers  as  a  groupf  

$  91,599 
81,261 
36,279 
351,543 

$  5,435 
3,858 
1,181 
16,611 

$14,563 
11,058 
7,741 
67,026 

_  Estimated  on  the  assumption  that  each  remains  in  Sharp  &  Dohme's  employ  at  present  salary  until  normal 
retirement  age.  The  sums  are  attributable  in  part  to  the  officers'  own  contributions. 

t  Excluding  $45,000  paid  to  Drinker  Biddle  &  Reath,  of  which  Mr.  Wallis  is  a  partner,  for  legal  services.  Drinker 
Biddle  &  Reath  also  represent  Sharp  &  Dohme  in  the  merger  proceedings. 


tc<*c<*:<*:<*:<*:<*:<*:<*:<*:<*:<*:<*:^ 
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The  officers  and  directors  of  both  Merck  &  Co.,  Inc.,  and  Sharp  & 
Dohme,  Incorporated,  realized  that  the  merger  of  the  two  companies 
would  involve  a  period  of  adjustment  and  review  of  activities.  They 
anticipated  that  one  of  the  difficult  areas  would  be  the  co-ordination  of 
the  work  of  the  two  domestic  sales  departments.  They  believed  that 
mergers  created  problems  many  of  which  might  be  foreseen  but  few 
of  which  could  be  worked  out  in  advance  while  maintaining  the 
necessary  secrecy  during  the  negotiation  stage. 

The  management  permitted  the  case  writer  to  draw  upon  company 
documents  and  personal  interviews  with  executives  as  a  basis  for  a 
description  of  some  of  the  many  problems  of  the  postmerger  period. 
The  case  writer  visited  the  company  in  June,  1953,  after  the  merger, 
and  conducted  intensive  interviews  with  key  executives  of  both  com- 
panies in  October  and  December,  1953.  He  maintained  contact  inter- 
mittently with  the  officers  thereafter.  Any  opinions  or  evaluations  of 
the  case  writer  are  identified  as  such.  All  other  statements  are  based  on 
executives'  comments. 

STATEMENT  TO   MERCK  SALES  REPRESENTATIVES 

Before  the  merger  was  voted  and  detailed  plans  were  developed, 
Mr.  W.  H.  McLean,  vice  president  for  marketing  of  Merck,  issued 
the  following  statement  on  March  4,  1953,  to  all  sales  representatives 
of  Merck  in  order  to  answer  some  questions  that  might  come  to  their 
minds  about  the  future  plans  of  the  company: 

"We  feel  sure  that  when  you  heard  or  read  our  advance  messages 
and  saw  the  public  notices  of  the  proposed  merger  of  Merck  &  Co.,  Inc., 
and  Sharp  &  Dohme,  Incorporated,  that  your  enthusiasm  joined  that 
of  your  associates  at  this  forward  step  in  the  growth  of  our  company. 
From  your  reports  and  other  contacts,  this  development  has  found  a 
highly  favorable  response  in  the  trade  in  both  strengthening  and  ex- 
panding the  resources  and  facilities  of  the  merged  companies.  We  un- 
derstand that  sales  personnel  of  Sharp  &  Dohme,  as  well  as  their  com- 
pany officials,  share  in  our  enthusiasm  at  this  announcement. 
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"It  should  be  emphasized  that  the  business  operations  of  the  two  com- 
panies will  be  conducted  separately  under  their  respective  management 
and  personnel.  In  other  words,  the  extensive  line  of  drugs,  chemicals, 
and  allied  products  manufactured  and  marketed  under  the  Merck 
label  will  continue  to  be  developed  to  better  serve  the  numerous  mar- 
kets now  supplied  by  our  company.  This  list  of  products  includes 
drugs,  chemicals,  medicinal  specialties,  antibiotics,  veterinary  products, 
nutrients,  analytical  reagents,  and  industrial  specialties  which  are  vari- 
ously supplied  in  subdivisions  to  retail  and  hospital  pharmacies 
through  wholesale  druggists  or  in  bulk  to  all  classes  of  customers  now 
serviced. 

"Similarly,  under  its  label,  Sharp  &  Dohme  will  continue  to  manu- 
facture and  supply  its  line  of  pharmaceutical,  biological,  proprietary, 
and  veterinary  products,  as  they  have  for  more  than  100  years. 

"In  your  contacts  with  any  of  your  customers,  should  you  meet  with 
any  questions,  you  should  reassure  them  of  our  intention  to  continue 
to  serve  them  along  the  lines  which  we  have  developed  over  many 
years. 

"This  merger  should  therefore  be  viewed  as  having  no  direct  effect  > 
upon  your  sales  activity  and  job  assignment  in  the  Marketing  Division  I 
of  Merck  &  Co.,  Inc.  The  participation  of  every  Merck  sales  rep- 
resentative,  as  heretofore,  in  the  sales  programs  of  the  Marketing 
Division  of  Merck  &  Co.,  Inc.,  remains  completely  necessary  and  un- 
diminished in  importance.  The  merger  represents  a  union  of  two  , 
companies  whose  respective  activities  supplement  each  other.  The 
combined  resources  and  wide  range  of  interest  inherent  in  this  union 
afford  excellent  possibilities  for  enlarging  the  productiveness  and  stead- 
ily increasing  the  ability  of  the  new  company  to  serve  all  segments  of 
the  industries  numbered  among  the  customers  of  both  present  firms. 
Every  effort  should  continue  to  be  made  to  maintain  maximum  sales 
volume  for  our  lines  of  products,  and  no  relaxation  in  your  efforts  in 
any  direction  is  to  be  anticipated.  Your  standing  in  the  various  markets 
which  we  serve  should  be  enhanced  as  you  carry  on  your  work  repre- 
senting a  company  grown  in  stature  by  the  merger." 

INITIAL  COMBINED  ORGANIZATION 

The  Management  Bulletin  of  May  7,  1953,  contained  a  statement  on 
organization  changes  and  operating  relationships  as  follows: 

"The  board  of  directors  approved  the  slate  of  new  officers  for  the 
company  and  designated  the  members  of  its  own  committees,  as  fol- 
lows: 
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Executive  Committee  of  the  Board  of  Directors 
James  J.  Kerrigan,  chairman  Henry  W.  Johnstone 

William  L.  Dempsey     &  D^*  George  W.  Merck 

Edward  H.  Green  Edward  Reynolds 

J.  T.  Connor,  secretary  John  S.  Zinsser  (S  &  D) 

Finance  Committee  of  the  Boar  J  of  Directors 
Edward  H.  Green,  chairman  Edward  Reynolds 

Charles  D.  Dickey  CS  &  J.  H.  Gage,'  secretary 

Scientific  Committee  of  the  Board  of  Directors 
Alfred  N.  Richards,  chairman  George  W.  Merck 

Vannevar  Bush  John  S.  Zinsser  (S  &  D) 

James  J.  Kerrigan  R.  T.  Major,  secretary 

Stock  Optio?2  Committee  of  the  Board  of  Directors 
George  W.  Merck,  chairman  James  J.  Kerrigan 

Charles  S.  Garland  (S  &  D)  Adolph  G.  Rosengarten, 

Edward  H.  Green  J.  H.  Gage,  secretary 

*  S  &  D  added  by  case  writer  to  show  assignments  for  former  Sharp  &  Dohme  executives. 

"The  management  committee  of  the  company  is  as  follows: 

J.  T.  Connor,  chairman  J.  N.  Hinyard,  vice  chairman 

C.  M.  Anderson  J.  H.  Gage  W.  H.  McLean 

J.  G.  Bill  S.  T.  Henshall  B.  M.  Reynolds 

P.  K.  Frolkh  E.  J.  Lyons  R.  E.  Snyder 

H.  W.  Gadsden  R.  T.  Major  J.  E.  McCabe,  secretary 

"The  officers  are: 

George  W.  Merck,  chairman  of  the  board 

John  S.  Zinsser,  vice  chairman 

James  J.  Kerrigan,  president 

Henry  W.  Johnstone,  senior  vice  president 

William  L.  Dempsey,  president,  Sharp  &  Dohme  Division 

James  H.  Sharp,  president,  International  Division 

John  T.  Connor,  administrative  vice  president 

Per  K.  Frolich,  vice  president  and  associate  scientific  director 

Eugene  J.  Lyons,  vice  president  for  personnel 

Randolph  T.  Major,  vice  president  and  scientific  director 

William  H.  McLean,  vice  president  for  marketing 

Blythe  M.  Reynolds,  vice  president  for  operations 

Raymond  E.  Snyder,  vice  president  for  financial  affairs 

Stuart  T.  Henshall,  controller 

John  H.  Gage,  treasurer 

James  E.  McCabe,  secretary 

Herbert  H.  Blevins,  assistant  controller 

Walter  G.  Suffern,  assistant  treasurer 

Fred  Bartenstein,  assistant  secretary 

Reverdy  Johnson,  assistant  secretary 

Charles  F.  Kistner,  assistant  secretary 

Sharp  CT  Dohme  Division 
William  L.  Dempsey,  president 
John  G.  Bill,  vice  president 
Henry  W.  Gadsden,  vice  president 
Wilbur  W.  Lauer,  Jr.,  vice  president 
Paul  S.  Pittenger,  vice  president 
William  B.  Wimpenney,  vice  president 
Edward  H.  Frink,  treasurer 
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International  Division 
James  H.  Sharp,  president 
Carl  M.  Anderson,  vice  president 

"Each  of  the  officers  have  responsibilities  assigned  which  are  neces- 
sary to  the  full  and  effective  operation  of  the  new  company.  Mr.  Merck, 
as  chairman  of  the  board,  and  Mr.  J.  S.  Zinsser,  as  vice  chairman,  ex- 
pect to  play  an  active  part  in  the  making  of  policy  decisions  and  plans 
which,  with  board  approval,  will  set  the  course  of  the  postmerger  or- 
ganization. They,  together  with  Messrs.  Kerrigan,  Johnstone,  and 
Dempsey,  with  Mr.  Connor  as  secretary,  will  meet  weekly  as  a  tem- 
porary merger  committee,  to  guide  the  progress  of  the  company 
through  this  postmerger  transition  toward  attaining  the  closely  knit 
,  organization  which  will  yield  the  best  results  from  the  merger.  Mr. 
Merck  and  Mr.  Kerrigan  have  emphasized  that  this  period  of  transi- 
tion, perhaps  even  more  so  than  the  premerger  negotiations,  will  re- 
quire the  same  kind  of  understanding,  co-operation,  patience,  and  open- 
mindedness  which  have  characterized  the  discussions  among  the  senior 
representatives  of  both  Sharp  &  Dohme  and  Merck  during  the  pre- 
merger period. 

"Mr.  J.  T.  Connor  has  been  elected  administrative  vice  president 
and  will  assist  the  senior  officers  in  the  co-ordination  of  company  op- 
erations and  will  also  be  assigned  specific  responsibilities  to  assist  the 
merger  committee.  He  will  continue  to  supervise  the  corporate,  legal, 
public  relations,  and  patent  aspects  of  the  company's  operations. 

"The  Sharp  &  Dohme  Division,  under  its  president,  Mr.  W.  L. 
Dempsey,  will  continue  to  operate  as  a  separate  business,  except  that 
policy  guidance  and  over-all  planning  for  this  division  as  well  as  for 
all  other  divisions  and  units  of  the  company  will  be  furnished  by  the 
board  of  directors  and  senior  officers  of  the  company.  As  an  example 
of  its  independence,  the  Sharp  &  Dohme  Division  will  continue  to  be 
responsible  for  the  label  claims  appearing  on  its  products. 

"An  International  Division  of  the  company  has  been  created,  under 
the  leadership  of  Mr.  J.  H.  Sharp  as  president,  to  provide  the  frame- 
work for  over-all  co-ordination  of  the  company's  activities  in  the  for- 
eign field.  Because  of  the  increased  need  for  leadership  and  co-ordina- 
tion of  the  enlarged  organization  serving  the  company  in  the  foreign 
field,  Mr.  Sharp  has  agreed  to  concentrate  his  full  attention  in  this 
area,  aside  from  his  duties  as  a  director  of  the  company. 

"Mr.  R.  E.  Snyder  has  been  elected  vice  president  for  financial  af- 
fairs and  is  responsible  for  the  over-all  financial  activities  of  the  com- 
r  pany.  Mr.  S.  T.  Henshall,  formerly  the  Sharp  &  Dohme  comptroller, 
has  been  elected  Merck  controller  to  succeed  Mr.  Snyder. 
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"To  further  the  integration  of  the  activities  of  the  merged  units  and 
to  assist  in  bringing  together  all  points  of  view,  two  members  of  the 
Sharp  &  Dohme  Division,  Messrs.  J.  G.  Bill  and  H.  W.  Gadsden,  re- 
spectively vice  president  for  sales  and  vice  president  for  production 
and  engineering  of  that  division,  have  been  added  to  the  Merck  man- 
agement committee.  In  addition,  Mr.  Henshall  will  also  serve  on  that 
committee.  In  the  absence  of  either  of  Messrs.  Bill  or  Gadsden  they 
will  designate  one  of  three  alternates,  Messrs.  W.  W.  Lauer,  P.  S. 
Pittenger,  or  E.  H.  Frink,  from  the  Sharp  &  Dohme  Division  to  par- 
ticipate in  the  weekly  meeting  of  this  committee  in  Rahway. 

OPERATING  RELATIONSHIPS 

"Operating  and  staff  area  heads  of  the  company  will  not  be  held 
responsible  for  functional  control  over  any  activities  of  the  Sharp  & 
Dohme  or  the  International  Divisions  of  the  company,  except  as  as- 
signed. The  present  assignments  are  in  matters  of  a  financial  or  cor- 
porate nature,  where  Messrs.  Snyder  and  Connor,  respectively,  will  be 
responsible  for  insuring  that  the  company  has  a  common  approach 
and  program. 

"The  senior  officers  of  the  company  have  emphasized  that  the  ap- 
proach to  all  planning  and  changes  directed  at  attaining  the  most 
effective  organization  out  of  the  merger  will  require  careful  study. 
Some  operating  changes  may  take  "place  immediately  to  start  using  the 
facilities  of  either  the  Sharp  &  Dohme  Division  or  Merck,  in  cases 
where  the  operations  of  both  can  be  aided.  The  problems  will  be 
studied  according  to  a  priority  agreed  upon  by  the  merger  committee, 
and  no  changes  will  be  put  into  effect  without  thorough  study.  Contacts 
between  Merck  and  Sharp  &  Dohme  personnel  will  be  conducted  on 
the  same  basis  as  during  the  premerger  period  by  first  obtaining  the 
proper  clearance  at  higher  levels.  Gradually,  a  basis  for  scheduled  in- 
terchange of  information  and  agreement  on  mutual  programs  of  opera- 
tion, where  such  is  desirable,  will  be  worked  out  for  each  of  the  similar 
areas  within  Merck,  the  Sharp  &  Dohme  Division,  and  the  Interna- 
tional Division." 

On  May  12,  1953,  Mr.  Kerrigan,  the  president,  issued  the  following 
letter  to  all  sales  representatives.  It  was  reprinted  in  the  Management 
Bulletin  for  the  benefit  of  men  in  other  departments. 

"Now  that  the  merger  is  an  accomplished  fact,  we  face  the  task  of 
making  it  work  for  the  benefit  of  all — employee  and  stockholder  alike. 
The  merger  was  not  a  hasty  step.  For  years  we  have  studied  the  best 
means  of  achieving  the  competitive  strength  that  would  ensure  our 
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ability  to  meet  competition  on  all  fronts.  In  order  to  protect  our  in- 
terests, it  was  decided  to  get  into  the  pharmaceutical  business.  Many 
possibilities  and  many  prospects  were  examined.  We  know  we  selected 
the  best  and  welcome  our  Sharp  &  Dohme  colleagues. 

"Shortly  after  World  War  I,  some  of  our  larger  manufacturing  cus- 
tomers, especially  in  the  pharmaceutical  field,  started  to  produce  vari- 
ous drugs  and  chemicals. 

"With  the  advent  of  World  War  II,  Washington  exerted  pressure 
for  production  to  fill  the  staggering  defense  needs  to  win  the  war.  This 
pressure  was  felt  in  practically  all  fields  of  business,  but  it  especially 
affected  us — starting  with  sulfa  drugs  and  antimalarials,  and  continu- 
ing with  antibiotics.  Merck  spent  a  small  fortune  in  doing  research  on 
penicillin  even  to  the  point  of  synthesis.  When  the  government  was 
pressing  for  penicillin  production,  we  contributed  a  great  deal  of  techni- 
cal data  that  made  possible  commercial  output  on  a  large  scale  at  a 
much  earlier  date  than  otherwise  would  have  been  possible.  The  gov- 
ernment also  pressed  many  firms,  particularly  in  the  pharmaceutical 
business,  into  increased  manufacturing  operations.  After  tasting  mass 
manufacturing  in  an  ever-increasing  market,  these  new  competitors 
raced  for  domestic  and  foreign  supremacy  in  marketing  and  sales.  To 
many  of  you,  very  little  of  this  is  new,  but  it  is  restated  at  this  time 
to  emphasize  the  steady  progression  into  the  fine  chemical  manufactur- 
ing field  of  companies  previously  supplied  by  producers  such  as  Merck. 
This  development  has  meant  fewer  outlets  for  our  production  and  con- 
sequently fewer  opportunities  for  expansion  or  profits. 

"As  is  well  known,  both  the  pharmacy  and  the  medical  professions  \ 
have  turned  more  and  more  within  the  last  25  years  to  specialties  in 
administrable  forms  ready  for  dispensing.  This  has  become  the  forte  | 
of  the  pharmaceutical  house.  To  protect  itself  Merck  had  to  acquire 
a  pharmaceutical  house. 

"The  foregoing  gives  some  facts  in  retrospect.  Now  let's  look  at 
some  facts  for  the  present  and  prospects  for  the  future. 

"With  the  merger  we  have  become  one  of  the  larger  American 
pharmaceutical  manufacturers  (if  not  the  largest)  both  in  terms  of 
dollar  sales  and  personnel.  Putting  together  both  houses,  we  get  a 
1952  sales  volume  of  $165,000,000  and  about  10,000  employees. 
Or  combined  assets  are  stated  as  roughly  $161,000,000,  with  plants, 
branches,  and  subsidiaries  all  over  the  world.  We  jointly  possess  a 
reputation  surpassed  by  none  for  quality  and  integrity.  Our  scientific 
standing  is  unquestioned  the  world  over  since  our  accomplishments  are 
universally  recognized.  Our  engineering  and  chemical  manufacturing 
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'know-how'  is  something  which  cannot  be  bought  without  time  and 
expense.  Our  facilities  are  modern  and  efficient.  Our  finances  are 
sound,  and  our  credit  is  accorded  the  highest  rating. 

"This  leaves  us  the  obligation  of  appraising  our  mental  capacity  and 
determination  to  capitalize  on  these  assets.  Starting  with  this  heritage 
of  the  best,  our  heaviest  responsibility  today  is  to  plan  what  to  do  with 
these  assets  in  the  future.  There  is  one  thing  certain:  our  work  must 
be  done  effectively,  intelligently,  and  productively.  We  are  the  envy 
of  many.  With  self-confidence  but  without  ego,  we  will  find  ways  and 
means  to  meet  our  competition  on  all  fronts.  The  marketing  areas  will 
play  a  major  part  in  determining  our  future.  All  possible  markets 
must  be  combed  from  top  to  bottom  in  the  United  States  and  abroad. 
We  must  become  a  vigorous  force  fighting  for  sales.  Without  increas- 
ing sales,  our  progress  and  prosperity  will  be  stymied.  There  can  be 
no  sliding  if  we  are  to  survive. 

"Many  of  our  products  are  susceptible  to  sales  increase,  and  there 
are  many  buyers  to  whom  they  should  be  sold.  We  need  not  be  avari- 
cious in  fighting  for  our  share,  but  we  must  not  be  complacent.  Our 
prosperous  heritage  must  not  bring  softness  but  rather  virility  to 
strengthen  and  sustain  us.  Each  and  every  one  of  us  should  be  in 
a  position  to  check  his  list  of  customers  with  the  confident  feeling  that 
competition  is  not  outselling  him. 

"In  our  company,  we  have  everything  in  the  way  of  research,  pro- 
duction capacity,  and  sound  finances  to  support  the  expansion  and  in- 
creased profits  we  should  expect  to  receive  through  increased  sales. 
Very  few  companies  can  boast  of  these  qualifications.  Therefore,  each 
individual  in  marketing,  inside  and  in  the  field,  has  the  personal  obli- 
gation to  develop  a  creativeness  and  'do-it-tive-ness'  in  his  work  and  a 
determination  to  carry  us  forward  to  the  new  levels  of  achievement 
that  we  must  expect  from  this  merger." 

The  activities  of  the  temporary  merger  committee  and  its  subcom- 
mittees began  to  show  as  early  as  June  18,  1953,  when  the  following 
announcement  appeared  in  the  Management  Bulletin: 

"Merger.  Now  that  the  initial  phases  of  the  merger  have  taken 
place,  careful  consideration  has  been  given  to  ways  and  means  of 
utilizing  the  assets  of  the  combined  companies  to  gain  a  position  of 
maximum  competitive  strength  in  the  industry.  To  give  the  company 
the  larger,  harder-striking  detail  sales  force  it  requires  to  meet  with 
full  strength  the  tough  competitive  situation  in  the  specialties  market, 
a  decision  has  been  made  to  transfer  the  promotion  and  sale  of  the 
majority  of  Merck  medicinal  specialties  to  the  Sharp  &  Dohme  Division 
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at  an  appropriate  time  before  the  end  of  1953.  These  products  ulti- 
mately "will  be  sold  under  a  Sharp  &  Dohme  label  and  handled  through 
the  Sharp  &  Dohme  branch  distribution  system.  In  addition,  these 
specialties  will  continue  to  be  available  to  wholesalers,  since  Sharp  & 
Dohme  sells  to  wholesalers  as  well  as  operating  their  own  distribu- 
tion system. 

"All  other  Merck  products  will  continue  to  be  sold  under  the  Merck 
label.  The  company  is  continuing  distribution  of  prescription  chemicals 
and  narcotics  exclusively  through  traditional  wholesale  distributors, 
and,  of  course,  Merck  will  continue  to  sell  bulk  chemicals  directly  to 
the  indu^triaraBcTme^cinal  manufacturing  trade  and  will  continue  to 
servicejjiese  accounts  directly. 

"Initial  steps  are  being  taken  immediately  to  put  this  transfer  pro- 
gram into  operation.  Emphasis  is  being  placed  on  the  entire  Cortone 
and  Hydrocortone  line  so  that  complete  transfer  of  detailing1  and  pro- 
motion, as  well  as  retail  sales  responsibilities,  can  be  accomplished 
for  these  products  by  approximately  September  1.  The  remaining 
Merck  specialties  are  currently  being  studied  with  the  Sharp  &  Dohme 
people  to  see  exactly  what  products  will  be  transferred.  Those  specialties 
agreed  upon  as  suitable  for  transfer  will  be  established  in  the  Sharp  & 
Dohme  line  as  soon  as  the  necessary  arrangements  can  be  completed. 

"In  conjunction  with  the  transfer  of  these  Merck  medicinal  special- 
ties, arrangements  are  being  made  to  transfer  an_appropriate  number 
of  Merck  sales  representatives  and  supervisors  to  the  Sharp  Dohme 
DivisionrrrTulf  providing  "the  combined  detail  sales  organization  with 
the  strejigth-trfequires.  Present  plans  call  for  these  transfers  to  take 
place  by  around  the  first  of  September.  In  the  meantime  both  Sharp  & 
Dohme  sales  representatives  and  those  Merck  sales  representatives  to  be 
transferred  will  be  indoctrinated  and  trained  in  each  other's  products. 

"Those  transferred  will  receive  their  present  salary,  including  cost- 
of-living  payment,  and  will  immediately  be  eligible  for  enrollment  in 
the  Sharp  &  Dohme  Division  group  life  insurance  and  voluntary 
health  plans,  which  are  very  similar  to  the  comparable  Merck  plans. 
For  the  time  being  those  transferred  will  remain  under  the  Merck 
retirement  income  plan. 

"The  company  looks  forward  to  the  promotion  and  sale  of  Merck 
medicinal  specialties  under  the  Sharp  &  Dohme  Division  as  a  means 
for  achieving  larger  sales  and  increased  profits  to  the  company.  In  addi- 
tion, utilization  of  the  present  Sharp  &  Dohme  branch  distribution 

1 A  detail  man  is  usually  authorized  to  take  orders,  but  his  chief  function  is  to 
introduce  and  promote  products  to  doctors  who  specify  them  in  prescriptions. 
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system  in  addition  to  the  services  of  distributors  will  achieve  substantial 
savings  on  Merck  medicinal  specialties  so  handled.  The  company  be- 
lieves that  this  transfer  program  provides  new  opportunity  to  the  entire 
organization." 

On  June  16,  1953,  Mr.  Sarkinson  in  charge  of  the  field  sales  depart- 
ment of  Merck  &  Co.,  Inc.  (Rahway),  announced  to  field  sales  rep- 
resentatives that  effective  June  22,  the  Sharp  &  Dohme  Division 
(Philadelphia)  would  soon  sell  Cortone  and  Hydrocortone  products 
under  the  Merck  label.  Some  extracts  from  this  announcement  were: 

"Initially  Sharp  &  Dohme  Division  sales  representatives  will  confine 
their  selling  and  promotional  effort  on  these  products  to  their  estab- 
lished accounts,  with  the  exception  of  wholesalers,  at  our  suggested 
retail  and  hospital  prices.  Sharp  &  Dohme  Division  representatives 
will  not  sell  Cortone  and  Hydrocortone  to  wholesalers.  In  addition,  on 
regular  contacts  with  physicians  they  will  request  specification  for 
Cortone  and  Hydrocortone,  but  until  their  training  is  completed,  they 
will  avoid  detailing  discussions  involving  technical  questions.  Those 
technical  questions  which  do  arise  will  be  referred  by  Sharp  &  Dohme 
Division  representatives  to  their  district  managers  for  relay  to  the  ap- 
propriate Merck  supervisor,  who  in  turn  will  assign  the  follow-up 
contact  to  a  field  sales  representative. 

"All  products  in  the  hormone  line  will  continue  to  carry  the  present 
label  for  the  time  being. 

"There  undoubtedly  will  be  situations  arising  which  will  call  for 
additional  clarification  as  the  transition  of  these  products  to  the  Sharp 
&  Dohme  Division  progresses.  Any  such  questions,  other  than  the 
following  points  which  were  discussed  at  the  recent  meetings,  should 
be  referred  to  field  sales,  Rahway,  through  the  usual  channels  for 
decision: 

"1.  Sharp  &  Dohme  Division  prices  on  the  hormone  line  will  follow  our 
suggested  retail  and  hospital  schedule  exactly. 

2.  Sharp  &  Dohme  Division  representatives  will  solicit  retail  and  hospital  or- 
ders for  shipment  on  a  direct  basis  from  their  branches.  However,  they 
will  also  accept  any  turnover  orders  requested  for  shipment  from  a  Merck 
distributor.  Such  orders  will  be  written  on  the  standard  Sharp  &  Dohme 
Division  turnover  order  form  and  forwarded  directly  to  Merck  distributors 
by  Sharp  &  Dohme  Division  representatives.  ( A  list  of  Merck  distributors 
has  been  sent  to  the  Sharp  &  Dohme  Division  sales  organization.) 

3.  Merck  representatives  will  continue  to  write  turnover  orders  on  all  Cor- 
tone and  Hydrocortone  products  for  shipment  through  the  usual  distribu- 
tive channels.  If  a  direct  retail  or  hospital  account  of  Sharp  &  Dohme 
Division  specifically  requests  that  the  shipment  be  made  directly  from  a 
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Sharp  &  Dohme  Division  branch,  orders  for  these  customers  may  be  ac- 
cepted, written  on  the  standard  turnover  form,  and  referred  to  the  appro- 
priate Sharp  &  Dohme  Division.  A  list  of  the  Sharp  &  Dohme  Division 
branches  is  attached. 
4.  For  the  time  being,  Cortone  and  Hydrocortone  products  are  the  only  items 
for  which  orders  will  be  solicited  or  accepted  by  sales  representatives  of 
both  the  parent  company  and  the  Sharp  &  Dohme  Division.  In  other  words, 
Sharp  &  Dohme  Division  representatives  will  not,  at  this  time,  write  or- 
ders for  other  Merck  products  and  Merck  representatives  will  not  write 
orders  for  Sharp  &  Dohme  Division  products." 

LETTER  TO  DISTRIBUTORS 

The  following  letter  was  sent  distributors  regarding  the  new  policy  j\J^ 
on  Cortone  and  Hydrocortone  sales. 

June  19,  1953      C  <M^ 

To  Our  Distributors  : 

REVISION  OF  CORTONE  AND  HYDROCORTONE2  SALES  PROGRAM 
You  are  all  familiar  with  the  competition  that  has  existed  at  the  retail  level  in 
cortisone  products.  The  competitive  strength  of  our  CORTONE  and  HYDROCOR- 
TONE line  is  of  importance  not  only  to  us,  but  to  you,  our  wholesale  distributors, 
who  have  shared  and  will  continue  to  share  in  the  benefits  from  the  sale  of  these 
items.  Cortisone  and  hydrocortisone  products  were  pioneered  and  first  made 
available  by  Merck,  and  we  are  sure  that  you  are  aware  of  the  heavy  investment 
in  research  and  in  production  facilities  that  we  have  already  made  and  on  which 
we  must  earn  a  fair  and  reasonable  return. 


In  order  to  maintain  our  position,  we  have  decided  to  supplement  the  activities 
of  our  distributors'  salesmen  with  sales  solicitation  at  the  retail  and  hospital  level 
by  the  sales  staff  of  our  Sharp  &  Dohme  Division.  This  does  not  mean  that 
Merck  &  Co.,  Inc.,  is  withdrawing  from  wholesale  distribution.  On  the  contrary, 
our  program  is  to  continue  to  make  Cortone  and  Hydrocortone  products  avail- 
able through  the  present  wholesale  distributors  of  Merck  &  Co.,  Inc.  The  sup- 
plemental selling  at  the  retail  and  hospital  level  by  the  Sharp  &  Dohme  staff 
is  a  step  taken  in  frank  recognition  of  the  need  for  increased  selling  strength 
to  compete  effectively  against  the  competitive  products  sold  on  a  direct  basis. 
The  combination  of  this  enhanced  sales  strength  with  that  provided  by  whole- 
saler salesmen  and  with  expanded  promotion  activity  and  increased  detailing 
coverage  of  physicians  should  place  Cortone  and  Hydrocortone  in  a  strong  com- 
petitive position. 


Prices  on  Cortone  and  Hydrocortone  products  to  direct  retail  and  hospital  ac- 
counts of  our  Sharp  &  Dohme  Division  are  identical  to  those  suggested  by  us  as 
resale  prices  for  you,  our  wholesale  distributors.  The  extent  to  which  you  will 

2  Cortone  and  Hydrocortone  are  the  registered  trade-marks  of  Merck  &  Co.,  Inc., 
for  its  brands  of  cortisone  and  hydrocortisone,  respectively. 
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participate  in  the  sale  of  Cortone  and  Hydrocortone  is  dependent  solely  on  the 
efforts  of  your  salesmen  in  selling  to  the  retail  and  hospital  trade. 

Our  representatives  who  are  presenting  this  message  to  you  in  person  today  are 
prepared  to  discuss  this  development  with  you,  and  we  feel  confident  you  will 
recognize  the  merits  and  essentiality  for  this  forward  step. 

We  appreciate  the  support  you  have  given  us  in  the  past  and  look  forward  to 
your  continuing  efforts  to  our  mutual  benefit. 

Merck  &  Co.,  Inc. 

MERGER  STUDIES 

Some  idea  of  the  number  of  subjects  under  review  by  the  merger 
committee  was  obtainable  in  the  following  list  from  the  office  of  the 
secretary.  In  a  covering  letter  to  persons  involved,  he  asked:  (a) 
whether  any  of  the  studies  have  been  completed  and  therefore  can  be 
dropped  from  the  list,  (b)  whether  any  new  studies  should  be  added 
to  the  list  so  that  they  can  be  assigned  by  the  merger  committee,  and 
(c)  whether  any  changes  should  be  made  in  the  personnel  shown  on 
the  list  for  each  of  the  items  to  be  studied. 


June  5,  1953 

Merger  Studies* 

A  dministrative: 

1.  Resolutions  and  grants  of  authority  (Browne,  Frink). 

-2.  Public  relations  activities  (Connor,  Lauer). 

3.  The  Merck  Review  and  Sharp  &  Dohme  employee  magazine  (Connor,  Lauer). 

4.  Legal  problems  (Bartenstein,  Wallis) . 
-5.  Patent  problems  (Nolan,  Underwood). 

~6.  Trade-mark  problems  (Horan,  Underwood). 

7.  Sharp  &  Dohme  contracts  with  E.  Merck  (Connor). 

8.  Sharp  &  Dohme  English  sulfa  drug  litigation  (Dempsey). 

9.  Distribution  lists  for  reports  and  other  material  (Connor,  Henshall). 

10.  Company  representation  on  A.D.M.A.  sections  and  committees  (Dempsey,  Ker- 
rigan). 

11.  Company  names  philosophy  (Jennings,  Robinson). 

12.  Signature  page  for  Spanish  Manual  and  Veterinary  Manual  (McCabe). 

13.  The  Merck  Manual,  9th  Ed.,  listing  of  Sharp  &  Dohme  medicinal  specialties 
(Boger,  Lyght) . 

14.  The  Merck  Report  and  the  Sharp  &  Dohme  Seminar  (Bill,  McCabe). 

15.  Employee  contracts  and  agreements  (Bartenstein,  Wallis,  with  Lauer  &  Lyons). 

16.  Original  document  files  (Browne,  Frink). 

17.  Methods  and  procedures  activities  (Henshall,  McCabe). 

18.  Fair-trade  legal  matters  (Fulton,  Williams). 

19-  Co-ordination  of  information  re  Merck  pharmaceutical  business   (Carney,  Mat- 
thews ) . 

— 20.  Market  research  and  related  activities  (Carroll,  Hinyard). 
^21.  New  product  development  (Arnow,  Hinyard). 

*  Names  in  parentheses  indicate  persons  at  different  echelons  in  the  Merck  and  former  Sharp  & 
Dohme  organizations  considered  by  the  merger  committee  as  ones  appropriate  for  developing  recom- 
mended solutions  or  definitions  of  problems  requiring  further  policy  guidance. 
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22.  Board  ratification  of  Sharp  &  Dohme  pension  committee  (Henshall). 

23.  Merck  Management  Bulletin  and  Sharp  &  Dohme  Supervising  Newsletter  (Lauer, 
McCabe ) . 

24.  Patent  licensing  activities  (Nolan,  Stocker,  Underwood). 

25.  Exchange  of  information  regarding  Organization  Manual  and  similar  matters 
( Lauer,  McCabe ) . 

26.  Review  of  association  memberships  and  practices  (Lauer,  McCabe). 

27.  Antibiotic  certification  matters  (Clarke,  Major,  Pittenger). 

28.  Government  security  matters  (Johnson,  Pittenger). 

29.  Foreign  sale  of  Manual  and  Index,  especially  Spanish  Manual  (Kerrigan). 

30.  Narcotic  permits,  retailers  (Bill,  Connor). 

Financial: 

1.  General  co-ordination  of  financial  organization  and  practices  (Henshall,  Snyder). 

2.  Contributions  (Gage,  Lauer). 

3.  Consolidation  of  foreign  subsidiary  accounts  (Henshall,  Snyder). 

4.  Credit  practices  (Frink,  Gage). 

5.  Banking  resolutions  (Frink,  Gage). 

6.  Insurance  arrangements  (Frink,  Gage). 

7.  Tax  arrangements  (Frink,  Henshall,  Scott,  Snyder). 

8.  Financial  reports  (Blevins,  Fisher). 

9.  Purchase  of  Merck  material  by  Sharp  &  Dohme  (Henshall,  Snyder). 

10.  Operating  budgets  (Henshall,  Snyder). 

11.  Government  reports  (Fisher,  Wenrich). 

12.  Capital  expenditures  control  (Henshall,  Snyder). 

13.  Government  renegotiations  (Blevins,  Fisher). 

Foreign: 

1.  General  co-ordination  of  foreign  matters  (Sharp  and  Task  Force). 

2.  Sales  and  other  operations  in  Canada  (Bill,  McKim). 

Marketing: 

— 1.  General  co-ordination  of  marketing  problems  (Bill,  McLean). 

2.  Sale  of  Sharp  &  Dohme  products  to  Merck  employees  (Bill,  McLean). 

3.  Pennsylvania  penicillin  law  (R.  G.  Anderson,  Pittenger,  Scheidy). 
Branches  and  distribution  points  (Bill,  McLean)   (Metzger,  Treacy). 
Price  policy  and  practices  (Ditzel,  Wilson). 

6.  Government  business  (Ditzel,  Wilson) . 
-*7»  Advertising  and  promotion  activities  (Bill,  McLean). 
8.  Possible  sale  of  cortisone  in  bulk  (McLean). 
-9-  Sales  catalogues  ( Bill,  McLean ) . 

Operations: 

"1.  General  co-ordination  of  operations  area  problems  (Gadsden,  Reynolds). 

2.  Purchasing  practices  ( Ash,  Kreiger) . 

3.  Package  development  activities  (Hamm,  Stearns). 

4.  Engineering  activities  ( Braun,  Waligora ) . 

5.  Production  activities  (Barkley,  Cohen,  Landau,  Towle). 

6.  Production  planning  activities  (Dickson,  McClenahan). 

7.  Warehousing  activities  (Knott,  Nolan). 

8.  Traffic  activities  (Suiter,  Zaun). 

Personnel: 

— t.  General  co-ordination  of  personnel  matters  ( Lauer,  Lyons ) . 
-^Salary  schedules  and  surveys  (Thompson,  Walton). 
~~~3.  Retirement  benefits  (Lauer,  Lyons). 

4.  Safety  activities  (Albisser,  Davidson). 

5.  Monthly  employment  reports  (McKee,  Thompson). 
—Gr  Recruiting  activities  and  placement  (Bartell,  Hank). 
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Scientific: 

1.  General  co-ordination  of  scientific  matters  (Major,  Zinsser). 

2.  Quality  control  problems  (Clarke,  Pittenger). 

3.  Research  activities  (Arnow,  Major,  Richards,  Zinsser). 

4.  Clinical  studies  and  other  medical  activities  (Boger,  Gibson). 

5.  Pharmaceutical  research  and  formulation  activities  (Major,  Zinsser). 

6.  Economic  poison  registrations — state  and  federal  (Clarke,  Pittenger). 

CO-OPERATION   BETWEEN  SALES  DEPARTMENTS 

One  of  the  areas  where  the  greatest  difficulty  was  expected  was  in 
sales.  Yet  the  two  vice  presidents  involved,  in  th^judgment  of  every- 
one, had  done  a  remarkably  fine  jotiin  working  out  the  transfer  of  the 
sales  force.  They  were  making  goodprogress  also  on  brand  problems. 
"The  sales  end  of  the  merger  has  been  a  ^bright  point  in  the  whole 
picture." 

The  case  writer  interviewed  both  vice  presidents  independently  and 
obtained  substantially  the  same  account  from  them.  Mr.  McLean  ex- 
J>iained  how  well  the  lines  of  the  companies  complemented  each  other^ 
It  was  not  going  to  be  necessary  to  dismiss  sales  representatives  as  a 
result  of  the  merger  because  the  plans  of  the  combined  company  re- 
quired an  expansion  in  the  sales  forces  in  order  to  meet  those  of  the 
leading  competitors.  The  Merck  sales  force  had  had  sufficient  difficulty 
against  the  strength  ofth^ltrong  pharmaceutical  houses  that  there  was 
some  relief  at  the  prospect  of  joining  with  a  well-established  organiza- 
tion such  as  Sharp  &  Dohme's  sales  group.  Mr.  McLean  emphasized, 
however,  that  it  was  only  human  for  the  salesmen  to  ask,  "Where  do  I 
stand  in  the  merger?"  Messrs.  Bill  or  McLean  made  a  personal  pres- 
entation of^Merckj^lans,  to  each  of  their  own  sales  representatives. 
Together  they  explained  the  policies  of  the  combined  company  to  the 
large  wholesale  customers  and  to  the  principal  executives  of  the 
Federal  Wholesale,  the  National  Wholesale,  and  the  Druggist  Supply 
Trade  associations.  The  wholesalers  were  assured  that  they  were  still  a 
channel  of  trade,  but  they  were  in  competition  with  the  Sharp  & 
Dohme  direct-selling  branches.  Only  two  of  the  235  wholesale  ac- 
counts appeared  to  be  vindictive.  Mr.  McLean  explained  that  Merck 
personnel  were  tojrain  the  Sharp  &  Dohme  salesmen  onj:he"charac^ 
tenstics  of  Merck  products." 

^vlrTMcLean  alsoTescribed  calls  on  the  large  pharmaceutical  cus- 
tomers. It  was  important  that  Merck  retain  the  sales  of  fine  chemicals 
to  these  firms,  which  they  processed  into  dosage  formulations.  These 
firms  appreciated  the  clarification  in  policy.  According  to  McLean,  they 
said  they  knew  Merck  was  carrying  water  on  both  shoulders,  and  in 
general  they  were  relieved  to  know  what  Merck's  plans  were.  It  was 
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better  for  them  to  know  that  the  Sharp  &  Dohme  Division  was  going 
to  become  a  strengthened  competitor  than  to  remain  in  doubt  as  to 
what  Merck's  next  move  was  going  to  be. 

At  the  same  time  it  was  obvious  that  the  ChemicaLDivision^Jn- 
terested  in  the  sales  of  fine  chemicals,  had  to  render  ajype  of  service 
and  provide  a  quality  of  products  at  appropriate  prices  that  would  hold 
the  "business  o  f  customers  wno~l?itli^^ 

continue"ttie~te1cw^M^ritegration  into  the  manufacture  of  chemicals. 
It  was  important,  he  said,  to  continue  to  render  service  to  the  smaller 
pharmaceutical  manufacturers  with  regard  to  the  development  of 
dosage  forms.  Sharp  &  Dohme  had  been  expected  to  be  creative  and 
aggressive  on  its  formulations,  but  the  Chemical  Division  had  to  con- 
vey the  best  know-how  it  could  to  the  smaller  buyers  of  fine  chemicals. 
McLean  said  he  needed  a  small  research  organization  in  the  Chemical 
Division  working  on  dosage  forms  in  order  to  keep  abreast  of  trade 
developments  for  the  benefit  of  these  small  but  important  customers  of 
Merck. 

The  case  writer  was  impressed  with  the  fact  that  both  Mr.  Bill  and 
Mr.  McLean  seemed  quite  objective  in  approaching  their  mutual 
problems.  Mr.  Bill  seemed  to  know  some  men  in  the  old  Merck  organi- 
zation who  had  real  capacity  in  the  pharmaceutical  end  of  the  business, 
and  he  appeared  willing  to  give  them  important  assignments  in  ac- 
cordance with  their  capabilities. 

ORGANIZATION  PROBLEMS — I  953 

In  June,  1953,  other  topics  of  major  concern  to  Mr.  Merck,  Mr. 
Kerrigan,  and  Mr.  Johnstone,  chairman,  president,  and  senior  vice 
president,  respectively,  and  to  the  other  vice  presidents  in  Rahway 
were:  whether  to  establish  a  Chemical  Division,  and  who  should  head 
it.  Sharp  &  Dohme  Division  had  been  created  at  the  time  of  the 
merger.  It  was  to  operate  on  a  decentralized,  semiautonomous  basis  in 
accordance  with  the  principles  previously  quoted.  An  International 
Division  had  been  approved  and  was  in  the  formative  stages.  In  the 
opinion  of  many  officers,  these  actions  had  resulted  in  a  de  facto 
Chemical  Division.  Rahway  department  heads,  however,  continued  to 
report  to  the  president  and  to  serve  on  the  management  committee  of 
the  company.  Their  status  as  staff  officers  to  the  president  in  charge  of 
major  functions  had  been  clarified  by  the  announcement  of  May  7  that 
included  a  paragraph  on  operating  relationships  (see  previous  quota- 
tion). One  vice  president  stated  that  this  statement  had  the  effect  of 
reducing  the  rank  of  former  corporate  officers.  The  eventual  establish- 
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ment  of  a  Chemical  Division  would  further  reinforce  this  feeling.  He 
said  that  once  having  achieved  corporate  rank,  it  was  a  blow  to  one's 
pride  to  give  it  up. 

There  was  also  talk  regarding  the  functions  that  ought  to  be  repre- 
sented at  the  corporate  level;  for  instance,  should  there  be  a  vice 
president  for  personnel,  for  operations,  for  facilities,  or  for  commercial 
development?  The  organization  being  considered  did  provide  for  vice 
presidents  for  finance,  administration,  scientific  development,  and  a 
senior  vice  president.  Merger  committee  members  who  were  generally 
regarded  as  the  top  mana^enTent^or  the  company  favored  a~smafl 
number  of  corporate  officers  and  more  decentralization  of  responsibility 
to  division  heads. 

The  organization  of  the  company  and  each  of  the  divisions  as  of 
October.  1953,  were  as  shown  in  Exhibit  1.  Mr.  Henry  Johnstone  gave 
up  part-time  duty  in  contemplation  of  full  retirement  to  return  to  full- 
time  duty  as  president  of  the  newly  formed  Chemical  Division.  He  was 
told  that  part  of  his  job  was  to  find  his  ultimate  successor.  Similar  in- 
structions were  given  to  each  division  head.  Each  division  now  had  its 
management  committee  or  executive  council  as  shown  on  the  charts. 

A  major  problem  facing  top  executives  was  the  International  Di- 
vision. Sharp  &  Dohme's  vice  president,  who  was  to  be  the  deputy  to 
the  president  of  the  International  Division,  threatened  to  resign.  He 
could  not  agree  to  various  proposals  involved  in  the  merger  of  the  two 
international  organizations.  The  case  writer  thought  that  a  part  of  the 
problem  was  the  genuine  belief  by  the  Sharp  &  Dohme  Division  that 
it  contained  the  experts  in  pharmaceutical  trade  and  therefore  should 
dominate  the  international  organization.  A  major  disagreement  de- 
veloped on  the  name  for  the  International  Division.  Finally,  the  matter 
was  carried  to  the  merger  committee,  which  agreed  that  the  goodwill 
of  the  two  concerns  must  be  preserved  in  international  trade,  and 
decided  the  name  should  be  Merck-Sharp  &  Dohme  International 
Division.  The  Sharp  &  Dohme  group  felt  that  their  name  should  be 
included  because  of  its  established  position,  and  also  as  further  protec- 
tion against  the  E.  Merck  name  of  the  German  company. 

The  keen  desire  for  semiautonomy  at  Sharp  &  Dohme  according  to 
some  men  was  the  result  of  direct  experience  or  tales  about  what  hap- 
pened after  the  merger  of  Sharp  &  Dohme  and  Mulford,  back  m  1929. 
Change  at  that  time  appeared  to  be  ruthless.  "No  wonder  men  won- 
dered where  they  would  wind  up  in  the  new  merger,"  said  one  execu- 
tive. Another  who  had  experience  with  the  Mulford  merger  said  the 
merger  with  Merck  was  really  no  problem  at  all  when  viewed  com- 
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paratively.  During  his  visits  in  Philadelphia,  the  case  writer  heard 
numerous  favorable  comments  on  individual  executives  of  Merck  from 
several  sources.  One  man  said:  "Mr.  Kerrigan  is  acting  like  the  presi- 
dent of  the  whole  company  and  not  just  the  president  of  the  chemical 
end  of  it.  I  wish  more  of  the  officers  would  adopt  his  attitude."  Another 
executive,  commenting  on  a  review  of  Sharp  &  Dohme  activities  then 
being "niade,  said:  "We  are  getting  a  fair  hearing;  in  fact,  they  may  be 
treating  us  too  well." 

At  about  the  same  time  the  above  comments  were  made,  the  Chemi- 
cal Division  in  Rahway  appeared  to  the  case  writer  to  be  regaining  its 
spirit.  Several  of  the  executives  pointed  out  that  the  formation  of  the 
new  Chemical  Division  should  lead  to  a  re-examination  of  its  objec- 
tives. It  would  sell  fine  chemicals  primarily  to  the  pharmaceutical 
industry,  the  agricultural  industry  for  animal  use,  general  industrial 
and  institutional  accounts,  and  to  other  related  fields.  In  addition,  it  had 
an  opportunity  to  diversify  in  the  bulk  and  basic  chemical  fields.  In 
furtherance  of  this  view,  the  Merck  Chemical  Division  placed  an  un- 
successful bid  for  a  government-owned  synthetic  rubber  facility. 

Speaking  reflectively  about  mergers  in  general,  Sharp  &  Dohme 
officers  observed  that  "important  problems  should  be  separated  from 
unimportant  ones.  The  important  ones  should  be  handled  slowly  and 
carefully  with  a  great  deal  of  sweat  and  footwork.  The  unimportant 
ones  will  follow  in  due  course.  Great  management  skill  is  required  for 
this,  about  which  no  two  men,  however  able,  will  completely  agree.  In 
any  problem  there  are  three  facets:  what  to  do,  how  to  do  it,  and  when 
to  do  it.  The  first  is  relatively  easy,  the  second  is  harder,  and  the  last  is 
the  most  difficult  and  important  of  all.  One  of  the  biggest  problems  of 
this  merger  is  for  us  to  learn  the  fine  chemical  business  from  Merck 
and  for  them  to  learn  the  pharmaceutical  business  from  us. 

"In  summary,  the  objective  of  the  merger  is  to  get  the  best  out  of 
both  sets  of  people.  One  of  the  worrisome  features  is  that  there  is  a 
basic^difference  in  philosophy  between  the  two  companies.  Our  part- 
ners want  top  management  to  make  most  of  the  decisions.  We  have 
some  very  real  management  skills  here.  Merck  is  going  to  lose  the 
greatest  advantage  they  could  have  obtained  in  this  merger  if  they 
break  up  our  management  philosophy.  ^   

~"Merck  was  run  by  a  series  of  committees':  the  management  com- 
mittee, and  the  finance  and  executive  committees  of  the  board  of 
directors.  We  find  it  hard  to  get  used  to  the  way  the  board  works.  Down 
here  we  used  our  board  only  on  policy  matters.  The  boajd^commin^ 
of  Merck  seem  to  get  too  close  to  operations.  They  make  the  question 
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"Who  is  my  boss?'  a  very  difficult  one  to  answer.  Xone  of  us  in  top 
management  hide  our  views  from  each  other  or  from  the  board.  We 
have  been  friends  many  years,  and  we  don't  pull  our  punches." 

Officers  of  Sharp  6c  Dohme  commented  on  the  revision  of  the 
management  committee  into  a  policy  council  under  the  organization 
chart  shown  in  Exhibit  1.  "Two  of  our  vice  presidents  attended  the  old 
management  committee  meetings.  That  enabled  them  to  get  up  to  the 
head  office  once  in  a  while  and  learn  what  was  going  on.  It  gave  them 
prestige.  Then  this  new  chart  came  out  last  week;  the  management 
committee  was  abolished  and  a  policy  council  substituted.  We  are 
going  to  ask  that  these  men  and  some  from  the  Chemical  Division 
come  to  the  council  at  least  as  alternates." 

MANAGEMENT  COUNCIL 

To  the  case  writer  the  year  1954  appeared  to  be  one  in  which  ele- 
ments of  the  organization  were  beginning  to  get  each  other's  "real 
wave  length."  But  there  were  many  strong  differences  of  opinion  too. 
This  is  the  year  when  the  board  of  directors  urged  top  management  to 
take  more  action  on  delegating  responsibility  to  vounger~men~and  to 
the^ivisioMTThe  board  asked  the  top  management  to  report  a  plan 
providing  for  adequate  training  of  candidates  suitable  for  consideration 
as  successors  to  the  chairman,  the  president,  and  the  presidents  of  the 
three  divisions.  The  merger  committee  met  with  the  president  to  talk 
out  this  problem.  They  did  not  nominate  individuals  for  each  position, 
nor  did  they  state  an  inflexible  time  for  making  choices.  They  recom- 
mended the  appointment  of  general  managers  for  each  of  the  divisions. 
They  also  brought  Mr.  Gadsden  to  the  corporate  level  as  a  vice  presi- 
dent. They  set  up  a  management  council  to  replace  the  old  policv 
council.  Membership  of  the  council  included  Mr.  Kerrigan  as  chair- 
man; Mr.  Bill,  vice  president  and  general  manager.  Sharp  &  Dohme 
Division;  Mr.  Connor,  vice  president  and  general  manager.  Merck- 
Sharp  &  Dohme  International  Division;  Mr.  Dempsev.  president, 
Sharp  &  Dohme  Division;  Mr.  Gadsden,  vice  president  I  formerly  of 
Sharp  &  Dohme  Division);  Mr.  Johnstone,  senior  vice  president;  Mr. 
McLean,  vice  president  and  general  manager  of  Chemical  Division; 
Mr.  Major,  scientific  vice  president;  and  Mr.  Sharp,  president.  Merck- 
Sharp  &  Dohme  International  Division.  Mr.  McKim,  president,  Merck 
&  Co..  Limited,  was  expected  to  sit  m  whenever  he  was  in  Rahway  or 
New  York  or  when  matters  affecting  his  division  were  under  discus- 
sion. 

The  functions  of  the  management  council  as  described  by  the  presi- 
dent were  as  follows: 
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Purpose 

^The  purpose  of  the  management  council  is  to  assist  the  president  m  the  con- 
sideration of  company  problems  and  in  the  co-ordination  of  activities  affecting 
more  than  one  of  the  divisions  of  the  company. 

General  Responsibility 

The  management  council  is  responsible  for  examining  and  making  recom- 
mendations on  current  problems,  general  programs,  and  plans  for  the  successful 
operation  or  the  company  and  for  its  future  development:  for  reviewing  and  ad- 
vising on  recommendations  of  the  divisions  or  the  corporate  officers  for  action 
bv  the  president,  executive  committee,  or  the  board  of  directors:  for  reviewing 
the  progress  and  results  of  company  operation;  and  for  aiding  in  the  inter- 
divisionai  co-ordination  of  activities. 

Reports  to:  The  President 
Functions 

1.  Programs  and  Plans.  Develops  and  recommends  for  consideration  or  ap- 
proval general  programs  and  plans  for  the  successful  operation  of  the 
company  and  for  its  future  development. 

2.  Finance.  Reviews  and  advises  on  financial  matters  requiring  action  bv  the 
president  and  the  board  of  directors,  including  budgets,  dividends'  real 
estate,  contributions,  grants,  and  financing  plans. 

3.  Sctentific.  Considers  and  recommends  action  on  scientific  programs,  new 
research  ventures,  grants,  and  other  scientific  policy  matters  requiring  ac- 
tion by  the  president  or  the  board. 

4.  Commercial.  Reviews  and  advises  on  commercial  programs  having 
policy  or  interdivisionai  aspects,  such  as  new  business  ventures,  price 
policies.,  patent  licenses,  and  advertising. 

5.  Operations.  Considers  capital  expenditures,  plant  expansions,  inventory 
policies,  and  other  operating  matters  requiring  action  bv  the  president  or 
the  board,  and  makes  recommendations. 

6.  Administratis  e.  Reviews  and  advises  on  legal,  patent,  public  relations 
organization,  corporate,  personnel,  and  other  administrative  matters  re- 
quiring action  by  the  president  or  the  board. 

7.  Operating  Performance.  Receives  reports  from  the  division  presidents 
and  the  corporate  officers  m  order  to  keep  generally  informed  of  companv 
operations.  and  takes  or  recommends  action  for'  improvement  of  per- 
formance. r 

8.  Co-ordination.  Assists  in  the  interdivisionai  co-ordination  of  activities, 
through  discussion  of  general  management  problems. 

9.  Special  Assignments.  Assigns  special  problems  to  individual  committee 
members,  or  to  task  forces,  for  study  and  recommendation  to  the  full  com- 
mittee. 

^The  organization  as  of  March  1.  1955.  was  as  shown  in  Exhibit  2. 
The  ages  of  many  executives  as  of  December,  1954,  were  as  shown  in 
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parentheses.  Executives  pointed  out  that  the  general  managers  of 
divisions  were  the  only  persons  reporting  directly  to  the  presidents  of 
divisions.  This  was  regarded  by  all  as  a  significant  organizational 
change. 

Mr.  Kerrigan,  president,  observed,  "This  case  surely  reveals  th* 
proWems_oLadju^ent  to  new  conditionslhat  a  merger  creates.  In 
releasing  this  material  for  educational  purposes,  we  hope  your  students 
will  appreciate  that  in  spite  of  all  the  inevitable  frictions  and  dif- 
ferences of  opinion,  a  real  forward  thrust  has  taken  place.  You  can  see 
this  in  the  operating  results  of  the  year  1954  (Exhibit  3).  The  smaller 
sales  volume  represents  a  very  substantial  increase  in  the  total  quantity 
because~TEere  were  many  price  reductions  last  year. 

Exhibit  3 
MERCK  &  CO.,  INC.  (CR) 
Operating  Results,  1953  and  1954 

12  Months  12  Months 

Ended  12/31/54  Ended  12/31/53 

^et  saIes  $145,400,000  $160,002,000 

Net  income  before  taxes                           26,200,000  24,689,000 

Taxes  on  income                                      13,600,000  13,300,000 

Net  income                                            12,600,000  ll,'389,'ooO 

Earnings  per  share  of  common  stock.  ...           $1.09  '  $0.96 

"Nojdoubt  some  human  frailties  in  management  personnel  or  even 
judgments  that  we  had  to  revise  by  changes  in  policies,  new  policies,  or 
modifications  in  point  of  view  are  revealed  by  the  facts.  I  have  always 
believed  that  you  can  get  more  done  by  example  than  you  can  by 
H£S2*-  Return  is  essential  at  times  but  is  not  always  practical.  But  this 
is  life.  Haste  also  often  makes  waste;  wisdom  should  not  be  sacrificed 
for  speed.  This  I  believe,  even  though  many  subordinates  comment  on  | 
my  delay  in  making  certain  key  decisions. 

"We  feel  we  are  building  a  solid  foundation  for  continued  growth. 
Our  recent  organization  changes  including  the  new  management 
council  and  the  appointment  of  younger  men  to  the  positions  of  general 
manager  of  our  divisions  establish  a  framework  for  the  younger  men  in 
all  our  divisions  to  assume  responsibility,  demonstrate  leadership,  and 
work  out  problems.  The  five  members  of  the  merger  committee' who 
proposed  these  changes  agreed  that  we  had  special  objectives  to  bring 
the  younger  generation  intimately  into  the  top-management  group 
and  to  pass  full  responsibility  to  them  as  soon  as  practicable.  After  all 
retirement  is  only  around  the  corner  for  the  older  group." 
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Soon  after  their  election  in  1955,  Mr.  John  T.  Connor,  president, 
and  Mr.  Henry  Gadsden,  executive  vice  president,  worked  out  the 
following  statement  of  company  objectives.  These  were  published  in 
the  company's  organization  manual,  were  widely  distributed  among 
executives  and  employees,  and  appeared  in  a  company  brochure 
entitled  For  Better  Health  and  Better  Living. 

1.  Maintain  an  environment  within  the  Company  that  stimulates  the  personal 
development  of  its  employees,  recognizing  that  the  continued  prosperity 
and  growth  of  the  Company  depend  upon  the  character,  ability,  and  per- 
sonality of  the  people  who  are  associated  with  it.  In  that  environment  the 
dignity  and  rights  of  individuals  are  fully  recognized,  as  is  the  importance 
of  cooperation  for  the  common  good.  To  maintain  that  kind  of  environ- 
ment, it  is  essential  to  select  for  key  positions  men  and  women  who  ap- 
preciate its  importance  and  are  prepared  to  ensure  its  continued  existence. 

2.  Continue  to  give  major  emphasis  to  the  keystone  of  the  Company's  busi- 
ness— the  development,  production,  and  sale  of  chemicals  and  drugs  for 
improving  health  and  nutrition  and  combating  disease  in  man,  animals, 
and  plants. 

3.  Recognizing  that  research  is  the  key  to  our  growth,  support  and  manage 
our  scientific  activities  so  that  they  will  continue  to  contribute  effectively 
to  the  future  development  of  the  Company. 

4.  Pursue  aggressively  opportunities  to  add  new  elements  to  the  Company's 
business,  particularly  in  related  chemical  fields. 

5.  Conduct  with  vigor  and  aggressiveness  a  world-wide  chemical  and  drug 
business  in  the  interests  of  the  public,  the  stockholders,  the  employees, 
the  professions,  and  the  local  communities  in  which  we  operate. 

6.  Maintain  high  standards  of  leadership  and  a  reputation  for  quality  of 
people,  products,  research,  production,  and  marketing. 

7.  Use  our  well-established  names,  Merck  and  Sharp  &  Dohme,  to  best  ad- 
vantage in  our  business,  recognizing  them  to  be  valuable  Company  assets. 


MERCK  &  CO.,  INC.  (D) 
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Between  1891  and  I960  Merck  &  Co.,  Inc.,  evolved  from  a  fam- 
ily company  under  the  decision-making  control  of  its  founder  to  a 
publicly  owned  corporation  with  many  stockholders,  none  of  whom 
held  enough  shares  to  have  direct  control  of  the  corporation.  A  ma- 
jority of  the  board  of  directors  in  I960  consisted  of  nonmanagement 
persons,  and  a  full  slate  of  nonfamily  officers  was  employed.  This  case 
deals  with  some  problems  of  the  board  of  directors,  its  membership 
and  functions,  and  with  the  relationships  of  the  board  to  the  officers 
and  staff  of  the  company. 

The  company  was  established  in  1891  on  a  partnership  basis  by  Mr. 
George  Merck,  son  of  Wilhelm  Merck,  then  president  of  E.  Merck  of 
Darmstadt,  Germany.  The  firm  acted  as  an  importer  of  drugs  and 
chemicals  and  was  an  outlet  in  the  United  States  for  the  German  com- 
pany. In  1900  the  United  States  company  began  to  manufacture  drugs 
and  chemicals.  The  firm  was  incorporated  as  Merck  &  Co.  in  1908, 
merged  with  Powers- Weightman-Rosengarten  Company  of  Philadel- 
phia in  1927,  and  with  Sharp  &  Dohme,  Incorporated,  of  Philadelphia 
in  1953.  At  the  time  of  the  first  merger,  The  Merck  Corporation,  a 
holding  company  with  a  65.5%  interest  in  the  operating  firm,  was 
established.  These  two  corporations  were  merged  under  the  Merck 
&  Co.,  Inc.,  name  in  1934. 

During  its  68-year  history,  Merck  &  Co.,  Inc.,  had  four  presidents. 
The  first  was  Mr.  George  Merck  who  organized  the  partnership  and 
later  became  first  corporate  president.  A  year  before  his  death  in  1926; 
he  was  succeeded  by  his  son  Mr.  George  W.  Merck  who  had  graduated 
from  Harvard  in  chemistry  in  1915/  The  third  president  (1950- 
55)  was  Mr.  James  J.  Kerrigan.  An  Irish  immigrant  lad,  he  was 
first  employed  by  the  company  at  age  12.  He  had  worked  closely 
with  the  founding  president  and  was  considered  by  many  to  have 
a  store  of  knowledge  of  how  the  first  Mr.  Merck  thought  about 
business  problems  and  made  decisions.  The  fourth  president,  Mr. 


1Tom  Mahoney,  Merchants  of  Life  (New  York:  Harper  &  Bros.,  1959),  pp.  194-95. 
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John  T.  Connor,  a  graduate  of  Syracuse  University  and  the  Harvard 
Law  School,  joined  the  hrm  as  general  attorney  in  194".  Before  his 
election  to  the  presidency,  he  served  the  company  in  various  capacities 
such  as  secretary  of  the  company,  of  the  board,  and  of  the  executive 
committee:  as  administrative  vice  president:  and  as  vice  president  and 
general  manager  of  the  International  Division.  Throughout  his  career 
he  served  on  many  committees  dealing  with  management  problems 
and  he  assisted  top  officers  bv  conducting  many  special  assignments. 
His  World  War  II  assignments — especially  as  a  general  counsel  in  the 
Office  of  Scientific  Research  and  Development — had  brought  him  to 
the  attention  of  both  Mr.  George  W.  Merck  and  Dr.  Vannevar  Bush, 
a  director:  they  thought  it  beneficial  to  find  a  place  for  Mr.  Connor  in 
the  Merck  organization. 

HISTORICAL  COMPOSITION  OF  THE  BOARD  < 

In  the  40-year  period  1920-60.  only  55  different  individuals 
served  on  the  board  of  directors  of  Merck  &  Co.,  Inc..  even  though 
the  board  never  numbered  fewer  than  seven  members  and  was  some- 
times as  large  as  IS.  In  spite  of  this  low  turnover,  the  composition 
of  the  board  went  through  a  number  of  distinguishable  stages,  most  of 
them  related  to  major  events  in  company  history  (including  the  two 
mergers  of  192"  and  1953)  or  to  the  personal  beliefs  and  objectives  of 
successive  company  presidents. 

1920-25.  In  1920.  only  two  members  of  the  Merck  family  were 
on  the  company's  eight-man  board — the  president  and  founder,  Mr. 
George  Merck,  and  his  son,  Mr.  George  W.  Merck,  vice  president 
(Exhibit  1).  The  remaining  members  were  all  either  lawyers  or 
bankers,  a  circumstance  undoubtedly  related  to  the  history  of  Merck 
during  World  War  I  and  immediately  thereafter.  On  declaration  of 
hostilities  with  Germany.  Mr.  Merck.  Sr..  had  voluntarily  turned  over 
80  ^c  of  the  company's  stock  to  the  Custodian  for  Alien  Property,  and  in 
recognition  of  the  company's  services  during  the  war  the  Custodian 
sold  it  in  1918  to  a  "friendly"  group  headed  by  Lehman  Brothers  and 
Goldman,  Sachs  and  Company,  with  the  hrm  of  Sullivan  &  Cromwell 
acting  as  legal  counsel.  Mr.  Merck  retained  control,"  and  as  shown  in 
Exhibit  1  the  firms  that  handled  the  return  of  the  company  remained 
well  represented  on  the  postwar  boards. 

Among  the  nonfamily  members  who  joined  the  Merck  board  after 
World  War  I.  Mr.  Edward  H.  Green  of  Sullivan  &  Cromwell  had  an 


-  Ibid. 
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especially  close  and  enduring  relation  with  the  company  and  its  origi- 
nal^ owners:  He  served  Merck  &  Co.  as  secretary  until  1925  (at 
which  time  this  post  passed  to  Mr.  Alfred  Jaretzki,  also  a  member  of 
Sullivan  &  Cromwell);  became  the  Merck's  personal  legal  advisor; 
and  was  appointed  trustee  by  both  Mr.  George  and  Mr.  G.  W.  Merck' 
in  which  capacity  he  shared  in  the  control  of  family  stock  holdings! 
Mr.  Green  was  the  only  member  of  the  1920  board  still  serving  in 
1960.  6 

1925-27.  The  first  significant  departure  from  the  pattern  set  in 
1920  occurred  in  1925  when  the  senior  Mr.  Merck,  who  was  ailing, 
turned  over  the  presidency  to  his  31 -year-old  son.  At  the  same  time,' 
two  nonfamily  vice  presidents  were  added  to  the  board — Mr.  James  J. 
Kerrigan  and  Dr.  R.  E.  Gruber— who  had  been  with  the  company, 
respectively,  since  1907  and  1916.  During  their  tenure,  which  was 
interrupted  in  the  case  of  Mr.  Kerrigan  and  ended  in  the  case  of 
Dr.  Gruber  in  1927,  the  Merck  board  contained  as  many  officers  as 
nonofficers  for  the  first  time  since  1920.  Its  outside  members  continued 
to  be  limited  to  bankers  and  lawyers. 

1927-37.  A  change,  perhaps  more  apparent  than  real,  occurred  in 
1927  I  after  the  merger  with  Powers- Weightman-Rosengarten  Com- 
pany. AFollo wing  this  merger,  Merck  &  Co.  split  into  a  holding  and 
an  operating  company  named,  respectively,  The  Merck  Corporation 
and  Merck  &  Co.,  Inc.  The  former  controlled  all  Merck  stock  (65.6% ) 
not  paid  over  to  the  Rosengarten  group,  and  during  the  seven  years 
of  its  existence  was  under  the  direction  of  a  board  originally  drawn  in 
its  entirety  from  its  predecessor,  Merck  &  Co.  A  different  board,  with 
some  overlap  in  membership,  was  set  up  for  the  operating  company. 

A  notable  feature  of  the  new  directorate  for  Merck  &  Co.,  Inc., 
and  one  contrasting  strongly  with  the  earlier  Merck  &  Co.  situation 
was  the  extent  to  which  the  board  was  limited  to  family  members  or 
their  close  associates:  Gone  were  the  two  nonfamily  officers,  Mr.  Ker- 
rigan and  Mr.  Gruber;  the  single  representative  from  Lehman  Broth- 
ers; and  one  of  the  two  members  of  Sullivan  &  Cromwell.  The  four 
places  thus  made  vacant  were  all  filled  by  members  of  the  Rosen- 
garten family.  The  Merck  family  was  represented  by  two  holdovers 
from  the  previous  board  and  one  additional  family  member:  Mr. 
G.  W.  Merck,  president;  Mr.  Green  already  a  trustee  for  substan- 
tial Merck  family  interests  under  the  will  of  Mr.  George  Merck  who 
died  in  1926;  and  Mr.  George  W.  Perkins,  brother-in-law  of  G.  W. 
Merck. 

On  the  new  nine-man  board  of  the  operating  company,  only  two 
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members  were  not  closely  identified  with  either  of  the  two  owning 
families.  One  of  these  was  a  holdover  from  the  old  Merck  board  and  a 
member  of  Goldman,  Sachs  &  Company;  the  other  was  a  new  com- 
pany counsel  who  replaced  another  nonfamily  lawyer.  Thus  the  outside 
members  continued  to  represent  only  the  banking  and  legal  professions. 

With  some  changes  in  personnel  but  no  essential  change  in  com- 
position, the  board  of  the  operating  company  remained  the  same  even 
after  the  holding  and  operating  companies  merged  in  1934.  The  first 
important  change  was  in  1937,  and  since  this  affected  only  one  seat,  it 
might  even  be  said  that  the  1927  board  remained  substantially  un- 
altered until  1945. 

While  the  1927—37  boards  contained  a  majority  of  family  members, 
they  did  not  contain  a  majority  of  officers.  No  more  than  four  company 
officers  served  as  board  members  at  any  one  time.  These  were  Mr. 
Merck,  president;  his  brother-in-law,  Mr.  Perkins,  a  vice  president  (on 
leave  of  absence  during  World  War  II);  Mr.  J.  G.  Rosengarten,  Jr., 
a  vice  president  following  the  merger  until  1933;  and  Mr.  H.  Rosen- 
garten Neilson,  assistant  secretary  from  1929  until  a  few  years  before 
his  death,  which  occurred  some  20  years  later.  In  addition,  Mr.  Fred- 
eric Rosengarten  served  as  chairman  of  the  board  until  1949,  when  he 
stepped  aside  in  favor  of  G.  W.  Merck. 

1937-45.  Although  only  one  significant  change  was  made  in  the 
Merck  board  during  this  period,  these  were  years  that  importantly 
determined  the  pattern  of  company  direction  in  the  future  and  which 
strongly  influenced  the  selection  of  key  personnel  at  both  the  board  and 
executive  levels. 

The  first  move  of  the  period  was  the  election  of  a  scientist,  Dr. 
Henry  D.  Dakin,  to  the  Merck  board  in  1937,  replacing  the  company 
counsel,  Mr.  Dwight.  Dr.  Dakin  had  previously  served  the  company  as 
advisor  to  the  Merck  Institute  for  Therapeutic  Research,  and  he  proved 
to  be  the  first  of  several  scientific  or  academic  persons  later  elected  to 
serve  as  Merck  directors. 

The  emphasis  placed  on  bringing  noted  scientists  to  the  Merck 
board  stemmed  not  only  from  the  increasingly  research-oriented  nature 
of  the  work  in  which  the  company  was  engaged  but  also  from  beliefs 
and  values  held  by  the  president  as  an  individual.  Mr.  G.  W.  Merck 
wanted  the  company  to  build  a  high  reputation  for  the  quality  of  its 
research,  and  he  made  many  professional  contacts  with  university 
personnel.  He  wanted  this  professional  point  of  view  available  to  him 
personally.  One  executive  later  described  Mr.  G.  W.  Merck  as  a  man 
who  felt  a  great  dependence  on  outside  consultants.  Before  making  a 
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decision,  he  was  wont  to  consult  an  outsider  rather  than  to  rely  entirely 
on  the  specialized  advice  of  his  functional  specialists  and  subordinates. 
He  did  not  wish  his  organization  to  make  mistakes,  so  he  resorted  to 
outside  checks  on  inside  judgments.  To  some  extent,  especially  for 
scientific  matters,  he  hoped  to  have  the  outside  point  of  view  repre- 
sented on  his  board. 

The  years  between  1941  and  1945  were  especially  important  to  the 
future  of  the  company  direction  because  they  brought  increased  public 
ownership  of  Merck  stock  and  introduced  President  Merck,  through 
his  wartime  duties  in  Washington,  to  a  number  of  individuals  whom 
he  regarded  as  particularly  fitted  to  represent  the  public  interest  and 
bring  additional  professional  points  of  view  to  the  Merck  board.  The 
dispersal  of  ownership  by  1945  placed  a  majority  of  company  shares  in 
the  public's  hands  but  still  left  the  original  owners  with  such  large 
blocks  of  stock  that  theirs  would  be  the  strongest  voice  in  determining 
who  the  members  of  the  board  would  be: 


Ownership  of  Voting  Stock  in  Merck  &  Co.,  Inc. 

December  14,  1945 

Owned  beneficially  by  members  of  the  Merck  family  27.62% 

Owned  beneficially  by  members  of  the  Rosengarten  family  18.23 

Owned  by  approximately  3,550  other  stockholders  54.15  . 

Source:  Prospectus,  March,  1946. 


Under  these  conditions  with  respect  to  ownership,  Mr.  G.  W.  Merck 
believed  that  the  board  in  the  future  should  not  be  dominated  by 
family  members  to  the  extent  that  it  had  been  in  the  past. 

1945-53.  The  policy  of  adding  nonfamily  members  to  the  board 
resulted  first  ( 1945 )  in  the  election  of  two  long-term  company  officers, 
Mr.  Henry  W.  Johnstone,  vice  president,  and  Mr.  James  J.  Kerrigan' 
also  a  vice  president,  who  had  previously  served  on  the  Merck  & 
Co.  board  prior  to  the  Powers- Weightman-Rosengarten  merger  and 
thereafter  on  the  board  of  The  Merck  Corporation.  Three  addi- 
tional nonfamily  members  were,  however,  all  outsiders  with  scientific 
and/or  administrative  qualifications  with  whom  Mr.  G.  W.  Merck  had 
been  associated  during  the  war.  These  were  Mr.  Edward  Reynolds, 
president  of  the  Columbia  Gas  and  Electric  Corporation,  1922-43, 
subsequently  brigadier  general  in  the  office  of  the  Surgeon  General  of 
the  U.S.  Army  in  charge  of  all  medical  supply,  and,  at  the  time  of  his 
election  to  the  Merck  board  in  1947,  administrative  vice  president  of 
Harvard  University.  Next  was  Dr.  A.  N.  Richards,  elected  in  1948,  at 
which  time  he  was  president  of  the  National  Academy  of  Sciences  and 
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an  emeritus  professor  of  pharmacology  at  the  University  of  Pennsyl- 
vania. The  third  scientific  addition  was  Dr.  Vannevar  Bush;  at  the  time 
of  his  election  in  1949  he  was  president  of  the  Carnegie  Institution  of 
Washington  and  a  member  of  the  Massachusetts  Institute  of  Tech- 
nology Corporation.  During  the  war  he  had  served  as  Director  of  the 
Office  of  Scientific  Research  and  Development.  In  the  year  Dr.  Bush 
came  on  the  board,  the  first  scientific  outside  director,  Dr.  Henry  D. 
Dakin  (1937-49),  resigned  for  reasons  of  health. 

Only  two  additional  members  joined  the  Merck  board  prior  to  the 
merger  with  Sharp  &  Dohme  in  1953.  Both  were  outsiders  with 
financial  and  foreign  experience.  Mr.  James  H.  Sharp,  elected  in  1949, 
was  a  former  vice  president  of  the  Grace  National  Bank  in  New  York, 
depository  of  Merck's  international  subsidiaries.  Mr.  Sharp  went  on 
to  become  financial  vice  president  of  Merck  &  Co.,  Inc.,  in  1951, 
president  of  Merck  North  America,  Inc.,  and  later  still,  president  of 
the  Merck-Sharp  &  Dohme  International  Division.  The  next  outsider, 
Mr.  George  S.  Currie,  elected  in  1951,  was  a  member  of  a  firm  of 
chartered  accountants  in  Montreal  and  had  served  as  a  director  of 
Merck  &  Co.,  Limited,  the  parent  company's  Canadian  subsidiary. 

Underscoring  the  intention  of  Mr.  G.  W.  Merck  to  de-emphasize 
family  control  of  the  company  was  the  fact  that  an  outsider  was  chosen 
to  replace  Mr.  Merck's  brother-in-law,  Mr.  Perkins,  when  the  latter 
resigned  in  1949  in  order  to  enter  government  service.  Mr.  Perkins' 
replacement  was  Mr.  James  H.  Sharp,  the  banker  previously  men- 
tioned. 

1953-57.  During  this  period  changes  in  board  membership  re- 
flected successively  (1)  the  Sharp  &  Dohme  merger,  and  (2)  the 
decision  to  initiate  an  orderly  transfer  of  executive  and  directoral 
authority  from  aging  to  more  youthful  leaders. 

The  merger  with  Sharp  &  Dohme,  which  took  place  in  1953,  posed 
the  problem,  among  others,  of  how  many  and  which  members  from 
the  Sharp  &  Dohme  board  should  be  asked  to  serve  on  the  board  of  the 
merged  company.  Since  the  Sharp  &  Dohme  board  in  1952  had  no 
fewer  than  14  members,  it  seemed  inadvisable  to  nominate  them  all. 
Those  dropped  included  two  company  executives,  two  outside  business- 
men, one  advertising  man,  one  attorney,  and  four  bankers.  (See 
Merck  &  Co.,  Inc.  [BR].)  Four  Sharp  &  Dohme  board  members  were 
retained:  John  S.  Zinsser,  former  president  and  chairman  of  the  board; 
William  L.  Dempsey,  president;  Charles  D.  Dickey,  vice  president  of 
J.  P.  Morgan  &  Co.,  Incorporated;  and  C.  S.  Garland,  partner,  Alex 
Brown  &  Sons,  investment  bankers. 


484         PROBLEMS  OF  GENERAL  MANAGEMENT 


These  four  new  members  plus  the  twelve  from  Merck's  premerger 
board  brought  total  board  membership  to  sixteen,  of  which  four  were 
operating  officers  and  two  were  listed  among  the  officers  in  their 
capacity  of  chairman  and  vice  chairman  of  the  board: 


Xs._e 

Prerioos  Affiliation 

G.  W.  Merck  

J.  S.  Zinsser  

J.  J.  Kerrigan  

H.  W.Johnstone  

J-  H-  Sharp  

vferck  &  Co.,  Inc.  j 
dent  of  Merck  & 

Merck  &  Co.,  Inc. 
Merck  &  Co.,  Inc. 

W.  L.  Dempsejr  

arp  &  Dohme  Di- 

\Thile  the  postmerger  board  and  officer  slate  met  the  requirements 
of  giving  both  Merck  and  Sharp  &  Dohme  a  voice  in  the  direction  of 
company  affairs,  it  was  clear  that  both  the  officers  and  board  were 
largely  dominated  by  men  too  old  to  anticipate  very  many  years  of 
future  service.  This  was  the  case  with  each  of  the  nve  men  regarded  as 
composing  the  company's  top-management  group:  Messrs.  Merck. 
Johnstone,  and  Kerrigan  ( from  Merck  i .  and  Zinsser  and  Dempsev 
( from  Sharp  <5c  Dohme  I .  These  men  realized  that  since  they  were  all 
about  60.  they  should  make  plans  for  choosing  their  successors.  Ac- 
cordingly, a  special  committee  of  the  board  was  set  up  to  select  a  new 
president  and  decide  when  the  change  would  be  made.  In  1955  this 
committee  accepted  the  suggestion  advanced  by  Mr.  Kerrigan  that  he 
give  up  the  presidency  and  assume  the  chairmanship  of  the  executive 
committee  of  the  board,  in  which  capacitv  he  would  be  available  for 
continued  advice  and  counsel. 

These  events  led  directly  to  the  next  round  of  board  changes  which 
took  place  in  September.  1955.  At  this  time.  Mr.  John  T.  Connor — 
with  Merck  since  194" — was  elected  president,  chief  executive  officer, 
and  board  member  ( Exhibit  2  ) .  At  the  same  time.  Mr.  Henry  \T. 
Gadsden,  with  Sharp  cx  Dohme  since  October.  1937,  and  a  member  of 
the  Sharp  &  Dohme  board  in  1952-53,  was  made  executive  vice 
president  of  Merck  cx:  Co..  Inc.,  chief  operating  officer,  and  was  also 
given  a  seat  on  the  board  ( Exhibit  3 ) .  These  additions  briefly  raised 
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Exhibit  2 
MERCK  &  CO.,  INC  (D) 
President 

General  Responsibility 

The  president  is  the  chief  executive  officer  of  the  company,  the  architect  of 
the  company's  future,  and  the  principal  spokesman  for  management  with  the 
board  of  directors.  He  is  responsible  for  the  accomplishment  of  profitable  results 
and  for  making  decisions  on  major  problems. 

Reports  to:  The  Board  of  Directors 
Functions 

1.  Objectives.  Directs  the  formulation  and  interprets  the  goals  of  the  busi- 
ness which  will  strengthen  the  Merck  reputation  and  resources  while  tak- 
ing advantage  of  the  latest  trends  in  the  scientific,  political,  and  other 
fields  of  interest. 

2.  Policies.  Directs  the  development  of  basic  policies  and  plans,  both  long 
and  short  range,  that  will  ensure  the  accomplishment  of  the  company  ob- 
jectives. 

3.  Organization.  Develops  and  maintains  a  sound  plan  of  organization  in 
the  company  and  ensures  capable  management  succession. 

4.  Board  of  Directors.  Serves  as  a  member  of  the  board  of  directors;  acts  as 
the  liaison  between  the  management  and  the  board. 

5.  Performance  Criteria.  Sets  criteria  for  long-term  progress  and  for  the 
performance  of  the  company;  evaluates  results  against  these  standards. 

6.  Public  Relations.  Is  responsible  for  developing  and  maintaining  the  com- 
pany's position  externally  with  government,  scientific,  educational,  and  in- 
dustry groups,  and  other  public  relations  areas.  Acts  as  principal  com- 
pany spokesman  with  these  groups. 

7.  Financial.  Sees  that  the  financial  planning  of  the  company  is  sound  and 
recommends  to  the  board  actions  relating  to  dividends  and  other  financial 
matters. 

8.  Personnel.  Sees  that  the  company  has  progressive  policies  that  will  en- 
sure attracting,  developing,  and  motivating  capable  personnel. 

9.  Legal.  Obtains  legal  advice  necessary  to  ensure  that  the  company's  legal 
rights  are  protected  and  its  legal  obligations  are  performed. 

the  number  on  the  board  to  18,  a  peak  from  which  it  was  quickly 
brought  down  by  the  death  of  Mr.  Frederic  Rosengarten  (former 
board  chairman)  in  October,  1955. 

As  events  turned  out,  the  transfer  of  authority  to  younger  hands  had 
occurred  by  no  means  prematurely.  Mr.  J.  J.  Kerrigan  died  unex- 
pectedly only  one  year  after  relinquishing  the  presidency,  and  Mr. 
G.  W.  Merck,  board  chairman  and  ex-president,  died  unexpectedly  13 
months  later. 
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Exhibit  3 
MERCK  &  CO..  IXC.  CD) 
Executive  Vice  President 

General  Responsibility 

The  executive  vice  president  is  the  chief  operating  officer  and  is  responsible 
for  the  general  supervision  and  co-ordination  of  companv  activities.  His  prima ry 
concerns  are  in  maintaining  a  smooth-running  organization  and  in  getting  re- 
sults. 

Reports  to:  The  President 
Functions 

1.  Co-ordination.  Works  out  a  smooth -running  and  integrated  operation  to 
ensure  that  the  activities  of  the  various  divisions  are  properlv  co-ordinated 
and  that  teamwork  is  developed. 

2.  P ..:■:>::>:  z-  Works  with  the  president  in  formulating  broad  company  objec- 
tives: assumes  responsibility  for  the  development  of  specific  policies,  pro- 
grams, and  plans  that  will  translate  the  broad  objectives  into  specific  re- 
quirements for  the  business. 

3.  General  Supervision.  Generally  supervises  and  assists  the  heads  of  the 
operating  divisions  and  certain  corporate  stall  units. 

4.  Budgets.  Generally  supervises  the  preparation  of  operating  budgets  and 
presents  them  for  approval  bv  the  president  and  the  board  of  directors. 

5.  Results.  Works  with  the  heads  of  the  operating  divisions  to  achieve  the 
results  required  to  meet  the  company's  objectives,  and  sees  that  standards 
of  performance  are  set  up  and  achieved. 

6.  Inaustr-,  Relations.  Maintains  and  encourages  the  divisions  to  develop 
important  trade  relationships.  Participates  in  general  industry  activities  of 
interest  to  the  companv. 

7.  Board  of  Directors.  Serves  as  a  member  of  the  board  and  assists  the  presi- 
dent in  presenting  management  proposals  for  board  action. 

8.  General  Assistance.  Generally  assists  the  president  in  his  activities  and 
acts  for  the  president  in  the  lattefs  absence  or  at  the  latter's  request. 

STATEMENT  OF   POLICY,  1957 

The  decisions  made  regarding  the  size,  membership,  and  composi- 
tion of  the  board  since  195"  can  best  be  understood  if  viewed  in  the 
light  of  a  formal  companv  statement  on  board  policy,  adopted  bv  the 
board  at  the  end  of  the  year.  This  six-part  statement,  reproduced 
below,  pertains  to  the  philosophy  or  functions  of  the  board,  its  size, 
composition,  qualification  of  members,  retirement  age,  and  compensa- 
tion. While  this  statement  was  adopted  shortly  after  the  death  of 
Mr.  Merck,  he  had  been  aware  of  and  had  participated  in  much  of  the 
preliminary  thinking: 
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POLICIES  OF  THE  BOARD 

Resolved,  that  the  following  statement  of  policy  is  hereby  adopted  as  the 
present  opinion  of  this  board  with  respect  to  the  matters  referred  to  therein: 

1.  Philosophy  of  the  Board.  The  board  has  the  legal  responsibility  for  man- 
aging the  affairs  of  the  company  and  has  certain  specified  powers  and  au- 
thorities with  respect  to  corporate  action  provided  by  the  New  Jersey 
statutes.  The  board's  management  function  can  and  should  be  exercised 
through  the  election  and  appointment  of  competent  officers.  The  board 
nevertheless  remains  responsible  for  management  and  thus  has  an  obliga- 
tion to  keep  informed  in  order  to  assist  management  in  formulating  and 
developing  plans;  it  also  sets  necessary  criteria  and  serves  as  a  body  to  re- 
view and  advise  management  on  the  operations  of  the  company. 

2.  Size  of  the  Board.  The  board  should  consist  of  not  less  than  1 1  nor  more 
than  16  members. 

3.  Composition  of  the  Board.  The  board  should  have  a  "balanced"  mem- 
bership, with  various  areas  of  interest  represented,  and  with  an  effective 
majority  of  members  who  are  not  on  the  payroll  or  pension  roll  of  the 
company. 

4.  Qualifications  of  Members.  To  be  considered  for  membership  on  the 
board,  a  candidate  should  meet  the  following  criteria: 

a)  He  must,  above  all,  be  a  man  of  proven  integrity  and  considerable 
stature  as  an  individual. 

b)  He  must  have  demonstrated  ability  and  mature  judgment  that  will 
usually  be  based  on  broad  experience. 

c)  He  must  be  able  and  willing  to  devote  the  required  amount  of  time  to 
the  company's  affairs,  especially  attendance  at  board  meetings. 

d)  He  must  possess  a  judicious  and  somewhat  critical  temperament  that 
will  enable  him  to  appraise  objectively  management's  plans  and  pro- 
grams. 

e)  He  should  have  the  vision,  imagination,  and  temperament  of  a  builder; 
that  is,  he  should  be  a  man  who  is  interested  in  building  sound,  long- 
term  company  growth. 

5.  Retirement  of  Directors. 

a)  Management  Directors.  It  is  expected  that  a  director  who  also  is  on 
the  company  payroll  or  pension  roll  will  not  be  a  candidate  for  re- 
election following  his  attainment  of  normal  retirement  age  under  the 
company's  retirement  plan.  Such  a  director  may  nevertheless  be  re- 
quested by  the  board  to  stand  for  re-election  because  of  exceptional 
circumstances  and  upon  recommendation  of  the  management. 

b)  All  Directors.  Effective  with  the  action  to  be  taken  at  the  Annual 
Meeting  of  Stockholders  in  April,  1959,  it  is  expected  that  no  director 
will  be  a  candidate  for  re-election  after  attaining  the  age  of  72  unless 
requested  by  the  board  to  stand  for  re-election. 

6.  Compensation  of  Directors.  Each  director  should  be  adequately  compen- 
sated for  his  services  as  such,  through  meeting  attendance  fees  and  re- 
tainer arrangements.  Fees  for  attendance  at  board  and  committee  meetings 
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should  be  fixed  from  time  to  time  by  resolution  of  the  board.  Effective 
January  1,  1958.  and  until  further  action  by  the  board,  fees  shall  be  paid 
to  all  directors  attending  the  meetings  of  the  board  in  the  amount  of 
$200  per  meeting:  the  same  fees  shall  be  paid  to  all  directors  attending 
meetings  of  the  committees  of  the  board,  either  as  members  of  such  com- 
mittees or  upon  request. 

Retainer  arrangements  for  board  service,  as  such,  will  be  entered  into 
with  all  directors  who  are  not  on  the  company's  payroll  or  pension  roll 
in  amounts  to  be  fixed  from  time  to  time  by  resolution  of  the  board.  Ef- 
fective January  1.  1958.  and  until  further  action  of  the  board,  this  amount 
will  be  S 3.000  per  year  for  all  such  directors  except  those  with  whom  there 
are  existing  arrangements  for  additional  compensation  and  those  for  whom 
the  board  shall  approve  such  arrangements  in  the  future,  with  special  con- 
sideration to  be  given  those  associated  with  nonprofit  institutions. 


Of  these  various  clauses,  the  one  pertaining  to  retirement  policy 
had  already  brought  about  major  changes  on  the  board,  since  in  1959 
it  occasioned  the  loss  of  Dr.  Richards.  Mr.  Sachs.  Mr.  Johnstone,  and 
Mr.  Sharp.  In  I960  the  policy  occasioned  the  retirement  of  Mr. 
Dempsev  anc  Mr.  Zinsser. 

In  one  important  case,  that  of  Mr,  E.  H.  Green,  lawyer,  Merck 
family  trustee,  and  member  of  the  board  since  1918,  the  retirement 
policy  had  not  been  applied.  The  exemption  of  Mr.  Green  reflected  the 
value  of  his  unique  experience  in  serving  the  company  under  four 
presidents,  his  years  of  accumulated  wisdom  and  knowledge,  and  also 
the  stockholder  voting  strength  represented  by  his  candidacy.  Accord- 
ing to  the  proxy  statement  as  of  February.  1958,  "associates"  of  Mr. 
Green  beneficially  owned  1,014,952  shares  of  common  stock,  while 
Mr.  Green  himself  owned  30,000  shares,  for  a  combined  total  of 
102.%  of  the  company's  voting  stock  outstanding.  Since  the  company 
had  cumulative  voting.  Mr.  Green  in  effect  could  have  elected  himself 
to  any  board  numbering  as  many  as  ten  persons. 

For  practical  purposes  the  Merck  and  Rosengarten  family  stock- 
holdings appeared  to  be  large  enough  to  elect  at  least  one  director 
each.  The  proxy  statement  for  I960  said:  "No  person,  to  the  knowl- 
edge of  management,  owned  of  record  or  beneficially  on  February  5, 
I960,  more  than  10^7  of  the  outstanding  voting  securities  of  the 
company."  Mr.  Green's  interest  (own  plus  Merck  estates  or  trusts) 
had  fallen  below  10%  because  of  sales  of  stock  for  Merck  estate  tax 
purposes  and  an  increase  in  the  total  number  of  shares  outstanding. 
These  facts,  in  addition  to  company  policy  and  management  values, 
would  strongly  affect  the  make-up  of  Merck  boards  in  the  years  to 
come. 
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the  board:  1957-60 

In  the  three  years  1957-60,  the  number  of  additions  to  the  board  by 
no  means  balanced  deaths  and  retirements,  with  the  consequence  that 
board  membership  declined  from  17  members  in  1957  to  13  in 
1959,  while  the  proxy  statement  sent  out  in  I960  nominated  only  11 
names.  Of  these  11,  four  had  been  elected  since  the  new  administration 
came  in.  Mr.  G.  W.  Perkins  was  re-elected  to  the  board  in  195"?  as  a 
replacement  for  Mr.  Kerrigan.  Dr.  C.  S.  Keefer  was  nominated  in 
I960  to  fill  the  vacancy  created  by  the  death  of  Mr.  Perkins.  Dr. 
Keefer  was  director  of  the  Boston  University  medical  center,  Massa- 
chusetts Memorial  Hospitals,  and  at  the  time  of  his  selection,  president- 
elect of  the  American  College  of  Physicians. 

Another  nominee,  elected  in  1959,  was  Mr.  W.  B.  Murphy,  presi- 
dent of  the  Campbell  Soup  Company.  For  many  years  the  Merck 
board,  and  particularly  former  President  Merck,  had  sought  a  member 
with  marketing  experience  in  consumer  goods,  and  Mr.  Murphy's 
qualifications  fitted  in  with  this  requirement. 

The  fourth  new  member  of  the  board  was  Mr.  O.  H.  Schell,  outside 
legal  advisor.  He  had  worked  with  Mr.  Merck  for  many  years  and 
had  been  proposed  for  the  board  by  Mr.  Merck.  He  was  also  acceptable 
to  Mr.  Connor  because  of  their  many  joint  activities  that  started  when 
Mr.  Connor  was  company  counsel. 

As  interesting  as  the  new  additions  to  the  board  were  the  decisions 
not  to  replace  like  with  like  when  filling  vacancies.  Thus  when  Mr. 
Perkins  died  in  I960,  he  was  not  replaced  by  a  representative  of  the 
Merck  family;  rather  the  vacancy  was  filled  by  Dr.  Keefer,  who  carried 
on  the  tradition  of  having  a  professional  medical  man  on  the  board, 
like  Dr.  H.  D.  Dakin  (1937-49)  or  Dr.  A.  N.  Richards  (1948-59).' 
Similarly,  when  inside  directors  Mr.  Johnstone  and  Mr.  Sharp  retired 
in  1959,  they  were  not  replaced  by  insiders.  Another  break  with 
tradition  occurred  when  Mr.  Sachs  went  off  the  board  and  was  not 
replaced  with  a  banker.  The  firm  of  Goldman,  Sachs  &  Company  had 
had  a  representative  on  the  Merck  board  since  World  War  I,  had 
long  handled  Merck  financing,  and  had  acted  as  consultant  to  the 
management  as  required.  The  three  vacancies  left  by  these  retirements 
were  not  filled;  rather  the  size  of  the  board  was  reduced. 

Thus  the  I960  slate  of  candidates,  numbering  only  11,  was  com- 
posed of  two  inside  officers,  one  doctor  (also  a  university  official),  one 
vice  president  of  a  university  (former  businessman),  one  scientist 
(former  government  and  university  official  and  currently  chairman  of 
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the  board),  three  lawyers  (one  counsel  of  the  company,  one  represent- 
ing Merck  interests,  one  representing  Rosengarten  interests),  one 
general  executive  (president  of  a  noncompeting  company),  and  two 
bankers.  None  of  these  men  were  thought  by  the  others  to  represent 
"special"  interests,  but  all  were  believed  to  represent  the  balanced 
interests  of  the  stockholders,  the  public,  employees,  and  customers.  A 
list  of  these  men,  together  with  pertinent  data  about  them  including 
their  stockholdings,  is  presented  in  Exhibit  4. 

OPINIONS  OF  TOP  MANAGEMENT  AND  THE  BOARD  CHAIRMAN 

An  active  interest  in  developing  criteria  for  selecting  board  members 
had  long  been  characteristic  of  Merck's  chief  executives  and  board 
chairmen.  The  opinions  of  these  officers  were  always  influential  in 
determining  nominations  to  the  board,  even  though  officially  nomina- 
tions were  made  by  the  chairman  of  the  board  to  the  board  as  a  whole. 
He  consulted  informally  with  the  president  and  all  other  directors 
before  making  a  proposal.  He  also  mentioned  the  matter  informally 
before  the  full  board  at  least  one  meeting  before  presenting  a  formal 
nomination,  thus  permitting  an  exchange  of  views  among  the  group. 

The  following  comments  on  the  board  by  Mr.  Connor,  president 
and  chief  executive  of  Merck,  indicate  his  views  on  the  composition 
and  uses  of  the  board,  on  its  relationship  with  company  officers,  and  on 
the  qualifications  for  board  members:  t 

Mr.  Connor:  The  advantages  of  'h^nVa^board  largely  made  up 
of  men  from  outside  the  company  ha>^been  demonstrated  to  me  over 
and  over  again.  In  considering  the  advantages  and  disadvantages  of 
possible  diversifications,  in  establishing  the  magnitude  of  our  research 
programs,  and  in  expanding  our  international  operations,  the  so-called 
"outside"  viewpoint  has  been  invaluable  in  analyzing  trends  and  mak- 
ing the  appropriate  moves. 

In  one  specific  management  question — thexexact  form  and  extent  of 
an  employee  stock  purchase  plan — the  advice  of  board  members  who 
had  considered  the  same  question  in  other  companies  proved  particu- 
larly helpful. 

With  an  outside  board  it  becomes  extremely  important  that  manage- 
ment keep  it  informed  on  current  operations  and  problems  so  that  the 
board  is  able  to  arrive  at  decisions  without  having  to  have  exhaustive 
background  information  on  each  question. 

The  Merck  board  is  truly  a  working  organization  whose  duties  go 
well  beyond  mere  attendance  at  meetings.  Probably  the  most  time- 
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consuming  duty  is  keeping  well  informed  on  all  matters  which  directly 
or  indirectly  affect  the  company. 

Proper  consideration  before  action  on  these  matters  is  also  time 
consuming.  In  addition,  there  are  various  board  committees  with  their 
own  meetings.  Because  of  these  demands  on  their  time,  the  company 
pays  each  nonmanagement  board  member  a  substantial  annual  retainer, 
in  addition  to  the  customary  fees  for  meetings. 

Probably  the  most  important  board  responsibility  that  can  never  be 
delegated  is  to  see  that  the  company  has  an  orderly  succession  of 
management.  In  our  case  it  was"  the  board's  decision  to  mate  the 
change-over  that  resulted  in  a  completely  new  top-management  team 
in  1957  from  the  one  in  1955. 

As  to  my  own  views  on  what  to  look  for  in  selecting  board  members, 
I  can  say,  first,  that  I  am  looking  for  skill  in  question-asking  from  men 
of  competence.  In  view  of  the  nature  of  the  medicinal  chemical  and 
drug  industry  as  well  as  our  international  operations,  it  would  be  help- 
ful to  management  to  have  a  director  who  was  well  versed  in  the  field 
of  public  and  government  relations.  Perhaps  he  might  be  an  editor  or 
publisher.  We  already  have  research  and  medical  ability  on  our  board, 
and  this  is  important  to  us.  A  director  with  extensive  international 
business  experience  would  add  stature  to  our  board.  I  don't  mean  a  man 
who  would  act  as  consultant  to  our  International  Division;  we  can  get 
that.  We  need  a  man  with  enough  experience  so  that  he  Has  good 
judgment  in  evaluating  risks  in  terms  of  opportunities.  It  is  harder  to 
appraise  the  opportunities  than  it  is  the  risks.  We  could  use  a  man  who 
has  actually  made  management  decisions. 

[Comments  on  the  board  by  Mr.  Gadsden,  chief  operating  officer 
of  Merck,  indicated  what  type  of  questions  he  believed  the  board 
should  consider  to  be  most  helpful  to  management.  Mr.  Gadsden  was 
also  interested  in  drawing  distinctions  between  issues  that  properly 
should  be  considered  by  the  board  and  issues  that  were  most  clearly  in 
the  province  of  management.] 

Mr.  Gadsden:  The  chief  responsibility  of  board  members,  as 
representatives  of  stockholders,  is  to  determine  or  approve  the  profile 
of  the  company.  What  degree  of  risk  do  the  stockholders  want  to  take? 
Are  they  interested  in  certainty  of  regular  dividends  or  more  interested 
in  capital  gains?  What  should  be  the  profit  target  of  the  company? 
What  stand  should  the  company  take  when  medical  developments 
have  controversial,  social,  religious,  or  political  implications,  for  ex- 
ample, drugs  for  control  of  population?  How  much  of  the  stockholders' 
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money  should  be  risked  in  foreign  operations?  What  should  be  the 
level  (not  the  details)  of  research  expenditure?  We  believe  there  is  a 
minimum  required  to  defend  our  position  in  the  industry.  How  much 
more  should  the  company  spend  to  stimulate  growth.' 

A  board  of  outsiders  can  be  very  helpful  in  case  of  a  possible  strike. 
On  a  straight  wage  issue  in  labor  negotiations  we  tell  the  board  what 
we  intend  to  offer,  and  we  do  not  ask;  however,  if  we  were  considering 
taking  a  strike  on  a  noneconomic  issue,  the  board  could  make  a  valuable 
contribution  through  questions  and  comments  to  find  out  whether  the 
principle  involved  is  broader  than  the  company  and  what  the  impact 
on  industry  generally  and  the  economy  might  be. 

To  sum  up  my  views,  we  want  broad-gauge  men  on  our  board  who 
will  concern  themselves  with  concepts,  not  management,  and  will 
prevent  management  making  mistakes. 

Air.  Bush.  The  views  of  Mr.  Vannevar  Bush,  chairman  of  the 
Merck  board,  regarding  the  use  of  a  board  of  directors  have  been  fully 
developed  in  a  private  pamphlet  entitled  Of  What  Use  Is  a  Board  of 
Directors.3  On  the  basis  of  his  extensive  experience  in  executive  and 
policy-making  positions  in  government,  education,  and  business,  he 
emphasized  that  a  chief  executive  needs  two  groups  around  him.  The 
first  is  a  cabinet  or  management  committee  of  vice  presidents  who 
serve  as  an  advisory  group.  Every  member  freely  expresses  his  opinion, 
but  the  president  decides.  Such  a  relationship  can  be  compared  to  that 
of  a  general  in  the  field  supported  by  his  staff.  The  second  group  is  a 
body  to  whom  the  president  reports.  It  should  review  his  policies  and 
programs,  should  be  independent  and  very  competent.  Its  function  is 
to  help  shake  the  kinks  out  of  any  proposals  made  by  the  president.  It 
should  be  a  real  foil  for  the  chief  executive.  Even  though  the  independ- 
ent scrutiny  of  such  a  group  generally  leads  to  support  of  executive 
proposals  rather  than  reversals,  the  arrangement  is  still  useful  because 
the  necessity  of  submitting  proposals  often  brings  about  an  improve- 
ment in  their  quality.  Finally,  the  most  important  function  of  a  board 
is  to  choose  the  chief  executive  and,  if  necessary,  remove  an  un- 
satisfactory one. 

COMMITTEES  OF  THE  BOARD 

The  board  of  directors  of  Merck  &  Co..  Inc..  had  three  standing  com- 
mittees in  I960.  First  there  was  the  executive  committee  whose  objec- 


3  Reproduced  in  the  following  case  titled  "Of  What  Use  Is  a  Board  of  Directors." 
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Exhibit  5 
MERCK  &  CO.,  INC.  (D) 
Executive  Committee  of  the  Board  of  Directors 

Objective 

The  primary  purposes  of  the  executive  committee  of  the  board  are  to  act  for 
the  board  in  the  event  that  action  is  required  between  board  meetings,  to  act  on 
specific  matters  within  delegated  authority,  and  to  review  informally  and  give 
advice  on  those  matters  submitted  to  it  by  management. 

Reports  TO:  The  Board  of  Directors 
Functions 

1.  Review.  Reviews  those  important  proposals  requiring  board  action  that 
are  submitted  to  it  by  management. 

2.  Capital  Projects.  Approves  capital  expenditure  projects  and  capital  sale 
or  disposition  items  of  $250,000  or  less. 

3.  Real  Estate.   Approves  real  estate  purchases  and  sales  of  S50.000  or  less. 

4.  Dividends.  Reviews  the  proposals  of  management  on  dividend  policy 
and  actions,  and  makes  recommendations  to  the  board. 

5.  Profit  Plans.  Reviews  proposed  profit  plans  and  recommends  their  ac- 
ceptance or  nonacceptance  by  the  board. 

6.  Stockholder  Reports.  Reviews  annual  and  other  reports  to  stockholders 
prepared  by  management  and  submits  them  to  the  board  for  approval  as 
necessary. 

7.  Acts  for  Board.  Exercises  the  power  of  the  board  of  directors  in  intervals 
between  board  meetings  on  urgent  matters  that  cannot  wait  for  the  next 
board  meeting. 

8.  Consultation  and  Advice.  Generally  consults  with  and  advises  manage- 
ment, upon  its  own  initiative  or  upon  management's  request. 

Meetings 

Meetings  may  be  called  by  the  president  of  the  company,  or,  in  his  absence, 
by  the  executive  vice  president.  Monthly  meetings  will  be  scheduled,  usually  on 
the  same  date  and  prior  to  the  board  of  directors'  meetings,  with  the  understand- 
ing that  meetings  will  be  canceled  if  there  are  not  enough  items  of  business  to 
justify  calling  a  meeting.  A  majority  of  the  committee  shall  constitute  a  quorum, 
and  a  meeting  must  be  convened  for  the  transaction  of  business.  Actions  shall  be 
taken  by  a  majority  of  the  members  who  attend  the  meeting. 

Members 

Vannevar  Bush 

John  T.  Connor 

Henry  W.  Gadsden 

Charles  S.  Garland 

Edward  H.  Green 

Orville  H.  Schell,  Jr. 

Carl  M.  Anderson,  secretary 

The  president  of  the  company,  or,  in  his  absence,  the  executive  vice  president, 
shall  preside  at  all  meetings. 
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tive  and  functions  are  described  in  Exhibit  5.  This  was  essentially 
a  screening  committee  for  the  board  and  a  group  on  which  man- 
agement could  try  out  ideas  before  finalizing  its  recommendations. 
The  committee  also  had  the  primary  responsibility  for  reviewing  the 
annual  profit  plan  of  the  company.  This  consisted  of  predicted  profit 
figures  for  each  division  or  phase  of  the  business,  based  on  forecasts  for 
the  coming  year  prepared  by  divisional  and  area  heads.  Included  were 
estimates  of  sales,  production  requirements  and  costs,  personnel  needs, 
distribution  costs,  and  capital  expenditures:  in  sum,  all  the  factors  that 
had  to  be  considered  in  order  to  formulate  a  plan  of  action  for  each 
phase  of  the  business.  The  president  and  executive  vice  president 
submitted  this  plan  to  the  executive  committee,  which  recommended 
acceptance  or  nonacceptance  to  the  board,  where  the  final  authority 
to  accept  or  reject  the  plan  was  vested.  The  profit  plan,  once  approved, 
was  the  basis  on  which  results  achieved  were  subsequently  reported  to 
the  board.  Membership  on  the  executive  committee  was  rotated  among 
directors. 

A  second  important  committee  was  the  executive  compensation 
committee  consisting  of  three  members  and  the  chairman  of  the  board 
ex  officio.  The  board  planned  to  have  the  chairmanship  of  this  com- 
mittee rotated  among  the  members.  This  committee  recommended  the 
salaries  of  the  two  top  officers  and,  with  their  assistance,  recommended 
the  salaries  of  other  executives.  It  was  also  charged  with  the  approval 
of  stock  options,  stock  purchase  programs,  and  cash  bonuses.  The 
discussions  of  this  committee  on  salaries  and  organization  were  in  the 
nature  of  a  review  of  executive  development. 

The  third  committee  on  the  board  was  the  audit  committee.  It  was 
charged  with  nominating  the  auditors  (who  had  to  be  approved  by 
the  full  board)  and  with  reviewing  the  auditors'  report. 

Formerly  there  were  two  additional  committees:  the  finance  com- 
mittee and  the  scientific  committee.  The  finance  committee  met  with 
the  top  officers  and  financial  vice  president  to  consider  financial  plans. 
At  one  time  the  scientific  committee  was  active  in  working  with  the 
president  and  the  scientific  vice  president  in  the  development  and 
review  of  research  programs.  The  board  eventually  abolished  both 
committees  because  both  board  members  and  management  agreed  that 
these  two  committees  were  interfering  in  the  management  processes. 
^The  current  view  ( I960)  was  that  the  board  should  restrict  itself  to  a 
broad-gauge  statement  of  objectives  and  major  policy  matters  and  not 
get  lost  in  management  detail.  Such  reviews  as  the  board  wished  its 
comrmrrees  ro  conduct  were  handled  either  through  the  executive  com- 
mittee or,  on  rare  occasions,  by  ad  hoc  committees. 
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REPORTS  TO  THE  BOARD 

Each  month  the  management  sent  the  ditectors  a  folder  containing 
the  agenda  for  the  next  board  meeting.  Members  were  expected  to 
receive  this  folder  not  less  than  24  hours  and  more  often  "2  hours 
ahead  of  a  board  meeting.  Most  items  on  the  agenda  were  explained  by 
a  supporting  paper,  which  stated  what  the  problem  was.  what  alterna- 
tive courses  of  action  were  under  consideration,  and  what  the  manage- 
ment recommended.  Some  of  the  items  on  the  agenda  required  board 
action,  and  some  were  for  information  only.  The  folder  also  contained 
six  pages  of  financial  or  operating  data. 

Agenda.  The  items  on  the  agenda  were  presented  to  the  board 
either  by  the  president,  the  executive  vice  president,  the  chairman  of 
the  board,  the  chairman  of  the  executive  committee,  or  the  chairman 
of  other  board  committees.  Who  made  the  report  depended  upon  the 
topic.  Ordinarily  Mr.  Gadsden  reported  on  operating  results  early  in 
the  meeting,  since  this  report  provided  useful  background  for  other 
items  on  the  agenda. 

Mr.  Connor,  the  president,  normally  reported  on  topics  involving 
the  external  relationships  of  the  company,  internal  organization  ques- 
tions, and  major  policy  matters:  Mr.  Gadsden,  executive  vice  president, 
reported  on  topics  that  involved  knowledge  of  operating  details  and 
capital  expenditures.  Each  was  available  to  substitute  for  the  other  if 
one  were  absent  rrom  a  board  meeting. 

Some  examples  of  topics  taken  up  in  the  board  meetings  were: 

1.  Report  of  the  executive  compensation  committee  involving  its  recom- 
mendations on  special  salary  actions  and  stock  options. 

2.  Report  of  the  chairman  of  the  board,  informally  at  one  meeting  and  for- 
mally at  the  next  meeting,  on  the  nominations  for  directors. 

;   Report  on  the  Kef auver  investigation  bv  Mr.  Connor. 

4.  Report  on  organizational  changes  in  one  division  and  one  subsidiary. 

5 .  Report  of  the  chairman  of  the  audit  committee. 

6.  Presentation  of  proposed  annual  report. 

7.  Report  by  Mr.  Gadsden  on  capital  expenditures  by  the  parent  company 
domestically  and  foreign  subsidiaries. 

S.  Report  on  proposed  dividend  action. 

9.  Report  by  financial  vice  president  on  inventory  policy  and  capital  ex- 
penditures. 

10.  Review  of  research  program  by  Dr.  Tishler,  president  of  Merck-Sharp 
&  Dohme  Research  Laboratories. 

11.  Rev  iew  of  personnel  inventory  and  personnel  requirements. 

12.  Proposed  change  in  bylaws  to  reduce  the  size  of  the  board,  presented  by 
the  secretary  of  the  board. 
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Financial  and  Operating  Reports.  The  folder  sent  board  members 
contained  the  six  pages  of  data  reported  on  the  standard  forms  shown 
in  Exhibit  6.  The  most  important  of  these  was  the  comparative  state- 
ment of  consolidated  income,  the  upper  half  of  which  was  shown  in 
dollars  and  the  lower  half  in  percentages.  The  second  statement  was 
the  comparative  consolidated  balance  sheet  which  showed  data  for  the 
current  month,  the  previous  month,  and  the  end  of  the  preceding  year. 
The  third  statement  was  the  investmest  report,  showing  how  excess 
funds  were  invested  and  what  rate  of  return  was  being  earned.  This 

Exhibit  6 
MERCK  &  CO.,  INC.  (D) 
Reports  to  the  Baord 
COMPARATIVE  STATEMENT  OF  CONSOLIDATED  INCOME 

FOR  PERIOD  ENDED   

(DOLLARS  IN  MILLIONS) 


NET  SALES 
COST  OF  SALES 

GROSS  PROFIT 
EXPENSES 

OPERATING  INCOME 
MISC.  INCOME  (NET) 
PRE-TAX  INCOME 
PROVISION  FOR  TAXES 

NET  INCOME 


MONTH 

YEAR  TO  DATE 

12  MOS.  ENDED 
THIS  DATE 

/ 

CURRENT 
YEAR 
PLAN 

YEAR  ToN 
DATE  AS% 
OF  ANNUAL 
PLAN 

PREF.  DIVIDEND  REQ. 
AVAILABLE  FOR 
COMMON 

EARNINGS  PER  SHARE  (A) 


NET  SALES 
COST  OF  SALES 

GROSS  PROFIT 
EXPENSES 

OPERATING  INCOME 
MISC.  INCOME  (NET) 
PRE  -  TAX  INCOME 
PROVISION  FOR  TAXES 


NET  INCOME 


PROV.  FOR  TAXES 
AS  *7o  OF  INCOME 
BEFORE  TAXES 


(A)  BASED  ON  AVERAGE  NUMBER  OF  SHARES 
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Exhibit  6 — Continued 
COMPARATIVE  CONSOLIDATED  BALANCE  SHEET 

(DOLLARS  IN  THOUSANDS) 


CURRENT  ASSE'S: 
CASH  -  DOMESTIC 
FOREIGN 

SHORT  TERM    S.ES'MENTS  -  DOMESTIC 

FOREIGN 
ACCOUNTS  RECEIVABLE  (NET*) 
DOMES"  C 
FOREIGN 
SwARAS'EES  -  :CRi  3N  :.ND5 
S  -ES'CR  ES  -  DOVES"  C 
 FOREIGN  

~C"A_  CRREST  ASSETS 


FIXED  ASSETS  (NET< 


:^E:-  D  EX=ESSES  is; 
DE-ERRE^  C-AR3ES. 


? CM. EST  C 


NVESTMENTS    N  -DOMESTIC 
AFFILIATES  (NET)  FOREIGN 


E5  ASD   Z--  "-. 


carres'  -  abat  es  -  dom  est  c  : 
:  .  desds  =avab_e 

-::c."s  --'-i.i  asd  accrued  expense 

U.S.  TAXES  ON  INCOME  (ESTIMATED) 
C.RRES"    .  A3  -  ~'ES  -  -ORE  3N 


TOTAL  CURRENT  LIABILITIES 


.CSC  ~ERM  DEB": 


:^".R: 


TAXES  -  C-FSHCRE  CCS 


CA="A_  AND  5-R='LwS: 
CAPITAL  STOCK  (A) 
CT-iE  R   =A  z  ■  S  C  a  5 ,T- . 

DEFERRED  COMPENSATION  PAYABLE  IN  STCC< 
RETA  NED   EARS'SGS  *  +  * 


rOTAL  LIABI 


IS  AND  CA»,TA. 


|  (A)  NUMBER  C>  S-ARES  OwTS'AND.NG  -COM.MON 
♦  A..CAANCE  FOR  BAD  DEB'S  -  DOMES". C 


**  RESER.  E     CR  Zl-'zZ  -~  CS  -  DOVES"  Z 
:C^E  C-S 


AS  Of 
CARRES"  VO. 


AS  OF 
=  RE'.  PUS  MO. 


/    AS  OF  > 

DEC.  31, 
I  LAST  YEAR 


JSREM 


:C=E  GN    EARN  No: 


report  was  needed,  owing  to  the  fact  that  the  company  had  generated 
cash  in  excess  of  operating  requirements.  The  fourth  report,  or  sum- 
mary on  operations,  was  a  capsule  summary  of  net  sales  to  customers, 
gross  profit,  operating  expense,  miscellaneous  income  I  net  I .  and  pre- 
tax income  by  divisions  for  the  given  month  and  year  to  date.  These 
data  were  also  expressed  as  a  percentage  of  sales,  a  percentage  of  the 
net  profit  plan"s  goal  for  the  quarter,  and  as  plus  or  minus  the  figure  for 
the  same  month  of  the  previous  year.  The  fifth  report  gave  financial 
highlights  on  selected  items  from  the  balance  sheet  for  the  month,  a 
summary  of  capital  additions,  and  depreciation.  The  sixth  report  was 
on  foreign  earnings  at  point  of  recording  and  a  summary  of  sales,  gross 
profit,  net  income,  and  earnings  per  share  compared  with  prior  year. 
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Exhibit  6 — Continued 
INVESTMENT  REPORT 

MONTH  OF  195 

(DOLLARS  IN  THOUSANDS) 
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DESCRIPTION  OF  ISSUE 


BAL.  END  MATURITY 
OF  MONTH  DATE 


YIELD  \ 
°7o  PER  ANNUM 


GROSS  NET* 


TRANSACTIONS  MADE  IN  REPORT  MONTH ! 


2.  PURCHASES  MADE  IN  PREVIOUS  MONTH: 


BALANCE  SHEET 
VALUE  ...$ 


PURCHASES  AND  DISPOSALS  FOR  PERIOD 


(A)  REPRESENTS  NET  CHANGE  FROM  END  OF  PREVIOUS  MONTH  OF  $ 
*    AFTER  TAX 
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Exhibit  6 — Continued 

SUMMARY  OF  OPERATIONS 
eor  ended   


To  OF 
SALES 

QUARTER 
PRO-  ' 

To  OF 
'LAN 

VARIATION 
FROV. 
SAVE 

vov- 
-;e .  c.s 

z  - 

me"          "c  :-s~cvers 

:-ev 

merck  s-ar=  c  dohme 
Canada 

c-ev  :-. 
verck  : 
.sterna*  csa. 

Ca-,a;_ 

CORPORATE  -MISC. 


C=ERA~  NS  E'=EN3E5 


CHEMICAL 

MERCK    SHARP  C  DOriME 

INTERNATIONAL 

CANADA 

resea;  :- 
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Once  each  quarter  before  dividends  were  declared,  the  board  also 
received  a  parent  company  income  statement  which  showed  as  income 
from  subsidiaries  only  the  royalty  income  actually  received  and  the 
dividends  actually  declared  and  paid;  it  excluded  unremitted  income. 
Since  a  high  percentage  of  total  earnings  was  made  by  subsidiaries  and 
a  high  percentage  of  this  was  unremitted,  it  was  important  to  have  this 
set  of  figures  when  determining  the  amount  of  dividends  that  should 
be  paid. 

Also,  once  in  a  quarter  the  board  received  a  summary  of  short-term 
investments  in  dollars  and  percentage  yield  on  each. 

Comments  on  Financial  and  Operating  Results.  At  each  meeting 
of  the  board,  Mr.  Gadsden,  the  executive  vice  president  and  chief 
operating  officer,  was  charged  with  the  responsibility  of  making  oral 
comments  regarding  the  reports  submitted  to  the  board.  In  preparing 
his  comments,  Mr.  Gadsden  had  access  to  information  contained  in 
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special  reports  to  management  which  were  much  more  comprehensive 
than  the  reports  prepared  for  the  use  of  the  board.  For  example,  in 
explaining  sales  trends,  Mr.  Gadsden  could  utilize  product  analysis 
reports  showing  sales  and  gross  profits  by  major  classes  of  items.  For 
explaining  divisional  operations,  he  had  expense  summaries  by  di- 
vision, as  well  as  summary  operation  reports  and  interpretive  comments 
submitted  by  each  divisional  president  or  controller.  For  explaining 
problems  in  foreign  operations,  he  had  numerous  detailed  breakdowns 


502 


PROBLEMS  OF  GENERAL  MANAGEMENT 


Exhibit  6 — Continued 

FOREIGN  EARNINGS 
AT  POINT  OF  RECORDING 


(DOLLARS  IN  THOUSANDS) 


FOREIGN  EARNINGS 


*  ARGENTINA 
AUSTRALIA 
BERMUDA 

*  BRAZIL 
CANADA 

COLOMBIA 
CUBA 

*  ENGLAND 
HONG  KONG 
ITALY 

MEXICO 
NETHERLANDS 
PANAMA 
PERU 

PHILIPPINES 

PUERTO  RICO 
VENEZUELA 


REMITTED  UNREMITTED 


1ST  MONTHS 


REMITTED  UNREMITTED 


*  MULT  I  -  ENTITY  COUNTRIES 


SUMMARY  -  SALES,  GROSS  PROFIT,  NET  INCOME  AND  EARNINGS    PER  SHARE 
COMPARED  WITH  PRIOR  YEAR 

(  DOLLARS    IN   MILLIONS  ) 


GROSS 
PROFIT 


NET  INCOME 
AFTER  TAXES 


EARNINGS  PER 
COMMON  SHARE 


1ST  MOS. 
1ST  MOS 


12  MOS.  ENDED 
12   MOS.  ENDED 


MERCK  &  CO.,  INC.  (D)  503 

in  addition  to  special  information  on  problems  related  to  foreign  taxes, 
foreign  exchange,  and  transfer  of  earnings. 

In  commenting  on  his  own  presentations  to  the  board,  Mr.  Gadsden 
said  that  he  attempted  to  interpret  the  significance  of  the  figures  and  to 
point  out  trends  or  events  that  would  influence  future  sales  or  earnings. 
He  explained  major  variations  from  profit  plans  and  any  unusual 
factors  that  distorted  operating  results.  He  said  he  did  not  want  the 
board  to  misinterpret  the  results  of  a  single  month  and  to  put  them  on 
a  12-month  basis  when  it  would  be  incorrect  to  do  so.  He  added: 

I  try  to  put  myself  in  the  frame  of  mind  of  an  analytical  external  director,  ask 
what  he  would  like  to  know,  then  tell  him. 

Mr.  Connor  and  I  believe  that  we  should  always  be  perfectly  clean  with  our 
board.  We  should  try  to  tell  them  everything  of  importance  we  know  about  the 
company.  If  we  have  pulled  a  boner,  we  say  so.  If  a  product  has  flopped,  we  tell 
them.  If  the  outlook  is  dismal,  we  do  not  hide  it.  We  do  not  want  our  board 
taken  by  any  surprises.  If  the  outlook  is  favorable,  we  want  them  to  know  why. 

In  commenting  on  the  presentations  of  the  president  and  executive 
vice  president,  two  outside  directors  indicated  that  they  were  "extraor- 
dinarily well  done." 
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The  following  material  was  prepared  by  Dr.  Vannevar  Bush  in  con- 
nection with  his  duties  as  a  member  of  a  corporate  board  of  directors. 
It  was  privately  printed  and  circulated  among  directors  of  a  number  of 
corporations. 

Dr.  Bush  was  a  former  member  of  the  faculty  and  chairman  of  the 
Massachusetts  Institute  of  Technology  Corporation  and  president  of 
Carnegie  Institution  of  Washington,  1939-55.  He  has  been  a  director 
of  Metals  and  Controls  Corporation,  American  Telephone  and  Tele- 
graph Company,  Merck  &  Co.,  Inc.,  Putnam  Fund,  and  Director  of  the 
Office  of  Scientific  Research  and  Development,  U.S.  Government 
1941-46. 

#    #    #    #  # 

Large  American  companies  have  evolved  into  a  form  quite  in  con- 
trast with  the  original  pattern.  It  is  true  that  small  companies  continue 
to  appear,  in  which  a  group  of  individuals  furnish  the  capital,  adding  to 
this  by  providing  for  a  minority  public  interest,  and  borrowing  from 
banks,  but  holding  full  control  themselves.  But  sooner  or  later  great 
growth,  the  dying  out  of  the  originators,  the  effect  of  estate  taxes  pro- 
duce a  form  in  which  control  becomes  diluted  and  diffused.  The  trend 
is  accentuated  today  by  a  shift  in  the  status  of  investors  in  common 
stocks,  under  the  pressure  of  high  income  taxes  and  an  increase  in  the 
number  of  individuals  able  and  willing  to  make  savings  in  this  way. 
The  extent  to  which  large  companies  have  proceeded  along  this  path 
toward  diffusion  of  control  differs  greatly,  but  the  trend  is  general.  It  is 
a  salutary  trend  on  the  whole,  but  it  has  its  inevitable  dangers. 

In  the  fully  developed  form  of  organization,  control  resides  in  a 
self -perpetuating  management,  including 'a  board  of  directors  either 
made  up  from  management,  or  in  effect  largely  selected  by  manage- 
ment. There  are  wide  variations  here.  The  form  under  which  the  board 
is  made  up  of  operating  personnel  only  has  usually  appeared  when  a 
strong  individual  or  family  in  the  background  exercised  its  control  in 

1  Reproduced  by  special  permission  of  the  author,  Dr.  Vannevar  Bush. 
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that  manner,  and  relations  become  strained  at  time  as  that  family 
control  become  diluted.  An  offset,  and  an  interesting  one,  is  then  to 
add  a  number  of  so-called  public  directors,  selected  by  the  manage- 
ment, representing  no  special  financial  or  business  interest,  paid  a 
retainer  for  their  part-time  services,  ordinarily  active  only  on  the  more 
general  problems  of  the  business,  but  sometimes  forming  an  exceed- 
ingly important  court  of  last  resort  when  there  is  an  internal  crisis, 
such  as  sudden  disability  of  the  operating  head.  tAnother  common  form 
is  one  in  which,  as  the  original  control  through  concentrated  stock 
ownership  becomes  spread,  the  company  is  in  effect  taken  over  by  a 
group  of  directors  representing  special  interest,  financial  and  otherwise, 
who  maintain  their  positions  by  mutual  understanding  rather  than  by 
any  explicit  stock  representation.  Laws  regarding  interlocking  direc- 
torates have  rendered  this  form  much  less  prevalent. 

The  soundest  form  is  undoubtedly  one  in  which  the  board  and 
management  together  make  up  a  self-perpetuating  group,  the  former 
part  time  and  the  latter  full  time,  acting  together  to  choose  all  replace- 
ments, with  the  exteral  interests  of  board  members  so  widely  spread 
or  remote  that  the  company  welfare  is  paramount  in  all  decisions.  This 
state  of  affairs  is  not  easy  to  bring  about,  but  it  has  been  achieved  in 
some  instances.  Its  advent  is  rendered  difficult  by  a  dearth  of  qualified 
personnel;  there  are  not  enough  individuals  in  the  country  capable  of 
bringing  sound  judgment  to  important  boards;  those  that  are  qualified 
are  often  spread  too  thin  to  be  of  great  service;  and  men  of  genuine 
talents  for  such  work  but  without  established  reputation  are  hard  to 
find  and  present  a  hazard  in  that  they  may  not  work  out  well  in  novel 
relationships.  It  is  a  notable  fact,  however,  that  a  few  progressive  com- 
panies which  are  still  in  the  position  where  effective  stock  control 
resides  in  an  individual  or  a  small  group  are  nevertheless  creating 
boards  with  extensive  independent  membership.  The  combination  of 
independent  directors  with  directors  who  represents  important  blocks 
of  stock,  or  other  legitimate  interests,  seems  to  work  out  well.  In  fact, 
the  trend  toward  this  form  seems  to  be  fully  as  marked  in  such  com- 
panies as  in  the  large  company  where  there  is  no  real  remaining  stock 
control. 

American  business  seems  to  be  at  a  crossroads  in  regard  to  the  prob- 
lem of  independent  directors.  It  does  not  have  the  old  German  system, 
where  outstanding  professors  in  many  fields  in  universities  were  more 
or  less  expected  to  serve  on  industrial  boards.  It  has  not  extensively 
adopted  the  British  system  of  creating  a  group  of  individuals  with 
special  professional  qualifications  who  earn  their  living  by  serving  as 
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directors.  Ir  is  justlv  distrustful  of  both  these  schemes.  ^7hen  it  seeks 
independent  directors,  it  does  so  with  the  distinct  impression  that  it  is 
tiring  an  experiment.  There  are  some  companies  of  such  standing  that 
thev  can  attract  outstanding  individuals  merelv  because  of  the  prestige 
of  being  on  the  board,  or  even  because  of  the  genuine  opportiinity  for 
performing  a  public  service.  Just  as  there  is  no  doubt,  in  spite  of  public 
cvnicism.  that  a  significant  fraction  of  government  posts  are  thus 
filled,  sometimes  under  conditions  where  there  is  neither  glory  nor 
opportunity  for  advancement,  and  some  personal  hazard  is  incurred — 
so  there  is  no  doubt  that  such  motives  are  increasingly  operative  in 
large  business.  There  is  also  a  salutary  tendency  to  utilize  in  boards  of 
directors  the  services  of  men  who  have  retired  from  active  business. 
Fortunately,  sound  judgment  is  likely  to  be  retained  by  an  individual 
long  after  he  should  relinquish  all  direct  executive  activities.  Some- 
times, not  often,  a  man  retired  from  the  business  itself  can  safely  be 
used  thus.  More  often  men  from  associated  professional  groups  or 
allied  business  will  be  more  dependable  in  times  of  difficulty.  But  even 
these  two  sources  of  directors  do  not  fully  solve  the  problem,  for  there 
are  not  enough  such  individuals  to  go  around,  and  they  again  tend  to 
become  spread  too  thin,  and  to  fail  to  understand  any  one  business 
fullv.  Moreover,  when  thev  are  paid  a  nominal  sum  rather  than  being 
on  a  retainer,  there  is  an  understandable  reluctance  to  call  on  them  for 
much  real  service.  Thus,  in  the  country  as  a  whole,  we  approach  the 
problem  of  the  independent  director  somewhat  timidly,  and  without 
confidence.  This  is  inevitable,  and  perhaps  just  as  well,  for  experi- 
mentation is  desirable  until  a  pattern  becomes  established.  But  under 
present  trends  the  problem  needs  to  be  solved. 

The  management  of  a  company,  and  the  directors,  have  a  four-way 
responsibility:  to  their  stockholders,  to  the  public  they  serve,  to  their 
labor  force,  and  to  government.  Fortunately  there  is  growing  in  the 
country  a  management  group  with  a  distinctly  professional  outlook  and 
a  sense  of  social  responsibility  of  a  high  order,  with  pride  in  resistance 
to  arbitrary  pressure,  and  an  esprit  de  corps  which  is  based  on  none  of 
the  trappings  or  ritual  of  the  older  professions,  but  which  has  fully  as 
much  coherence  and  exclusiveness.  Xone  is  admitted  to  the  circle  un- 
less he  qualifies,  in  rather  subtle  ways,  seldom  expressed,  but  nonethe- 
less real.  This  is  not  to  claim  that  there  are  no  longer  any  pirates  or 
buccaneers  about  in  American  industry,  or  that  the  pulling  of  an  inter- 
laced fabric  of  strings  for  coarse  purposes  is  obsolete.  It  is  merely  to 
note  that  there  has  been  increasingly  superposed  a  salutary  trend  to- 
ward something  much  more  solid,  which  is  indeed  the  hope  of  large 


OF  WHAT  USE  IS  A  BOARD  OF  DIRECTORS  507 
independent  business  in  this  country.  It  is  not  to  claim,  either,  that 
competitive  business  can  be  operated  successfully  in  an  altruistic  haze  or 
with  an  idealist's  disregard  of  hard  facts,  or  that  merely  because  the 
objectives  of  the  managing  group  are  sound  and  in  the  public  interest 
it  will  be  safe  from  encroachments  of  several  sorts.  But  it  is  to  assert 
that  many  American  business  organizations,  an  increasing  number, 
have  created  governing  groups  at  the  top  which  are  well  rewarded,' 
open  to  any  individual  having  enough  brains,  perseverance,  and  ambi- 
tion as  judged  generally  by  his  peers,  and,  it  must  be  admitted,  having 
also  good  health  and  a  bit  of  luck;  governing  groups  which  are  self- 
perpetuating  and  which  have  risen  far  above  the  mere  crude  idea  of 
making  a  dollar  in  a  turbulent,  complex,  and  often  amoral  market 
place.  With  full  recognition  of  their  responsibility  to  stockholders,  they 
nevertheless  take  a  broader  view  of  their  social  responsibilities.  It  is  an 
extraordinary  and  salutary  development.  It  will  be  well  to  examine 
how  such  a  group  operates  to  best  advantage. 

Thejnost  important  function  of  a  board  of  the  sort  described  is  to 
selecfgroperating  head  of  the  company.  When  rW^rnhlp™  «r;c~ 
the  board  needs  to  go  into  action  vigorously  as  an  independent  body' 
open  to  advice,  but  exercising  full  and  prompt  control.  If  it  does  this 
job  well,  it  will  not  matter  too  much  if  it  is  largely  an  ornament  in 
normal  times.  But  it  can  still  be  useful,  if  it  will,  in  normal  times.  It 
can-  then  judge  programs  and  plans,  but  should  not  undertake  their 
formulation,  for  it  should  never  enter  directly  into  management.  The 
board  and  its  individual  members  can  suggest,  and  these  suggestions 
on  all  phases  of  the  company's  activities,  coming  from  a  group  with 
highly  diverse  backgrounds,  can  be  of  genuine  value.  They  will  be 
truly  valuable  only  if  there  is  such  understanding  between  board  and 
management  that  rejection  of  a  suggestion  carries  with  it  no  embarrass- 
ment on  the  part  of  anyone  concerned. 

That  a  board  should  judge  and  not  manage  is  a  key  point  in  proper 
relations.  Any  executive  in  any  organization,  no  matter  where  placed, 
should  be  called  upon  to  justify  his  important  plans  and  programs 
before  some  individual  or  body  competent  to  judge  them  adequately. 
The  judgment  should  be  sympathetic  but  nonetheless  rigorous.  This  is 
desirable  not  only  from  the  standpoint  of  the  company,  in  the  interest 
of  sound  planning,  but  even  more  so  from  the  standpoint  of  the  execu- 
tive himself.  The  executive  who  has  no  review  of  his  plans  and  pro- 
grams except  by  committees  of  subordinates  is  in  a  tough  spot.  He 
needs  to  have  a  group  before  which  he  appears  and  presents  his  plans, 
and  from  which  he  eventually  draws  approval;  such  review  does  not 
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need  to  be  exceedingly  formal,  but  it  needs  to  be  very  real.  This  is  not 
merely  a  matter  of  the  group's  sharing  responsibility  with  him,  al- 
though that  is  important.  It  is  a  matter  of  his  relations  with  his  own 
staff  and  organization.  He  can  lead  strongly,  and  at  the  same  time 
consult  freely  with  his  subordinates  if  he  is  being  supported  by  them  in 
presenting  his  plans  before  a  tough  tribunal,  not  if  he  is  being  judged 
by  his  own  subordinates.  The  worst  case  of  all  is  when  there  is  no  re- 
view of  his  plans,  either  above  or  below.  The  principle  of  review  holds 
at  every  level  in  an  organization  of  course,  but  especially  at  the  top. 
There  it  can  be  maintained  only  if  the  board  actually  sits  in  judgment, 
and  if  it  carefully  refrains  from  entering  into  management  and  thus 
vitiating  its  exercise  of  its  primary  function. 

This  principle  is  often  violated  in  industry.  It  is  habitually  violated 
in  government,  and  that  is  government's  greatest  weakness.  Many  a 
government  executive  finds  no  sound  centralized  review  of  his  plans 
at  all,  but  rather  a  review  spread  piecemeal  through  a  dozen  bureaus, 
some  of  them  hostile,  all  examining  into  minutiae,  together  with 
responsibility  to  a  President  so  overburdened  he  hardly  knows  that 
particular  executive  exists,  with  a  Congress  in  the  offing  ready  to 
provide  an  annual  ordeal.  I  can  write  with  feeling  on  this  point.  It  is 
not  a  system  peculiar  to  democracy;  in  fact  it  probably  takes  worse 
forms  under  a  dictatorship.  But  in  the  present  state  of  public  under- 
standing, fractionization,  confusion,  overlapping  authority,  judgments 
based  on  special  interests  are  inevitable  in  a  political  system.  That  is 
why  a  government  usually  manages  badly.  It  is  why  the  socialized  state 
does  not  operate  so  well  as  private  enterprise  in  the  conduct  of  business 
of  any  complexity  whatever.  Confirmed  socialists  will  claim  that  the, 
same  sound  system  can  be  created  within  government  as  within  private 
enterprise,  a  pyramidal  organization  with  proper  staff  cross  connections, 
provision  for  review  of  plans  by  disinterested  groups,  and  all  the  rest. 
It  never  happens,  except  in  the  books.  Government  bureaus  and 
officials  will  always  interfere  in  a  thousand  ways  and  produce  con- 
fusion. Military  organizations  avoid  the  morass  to  some  extent  by  rigid 
chains  of  command  and  the  indoctrination  of  the  academies,  but  they 
get  equally  confused  as  soon  as  they  go  into  business,  or  even  into 
purchasing.  The  primary  difficulty  is  that  there  is  no  concrete  effective 
top  command,  but  a  diffusion  and  confusion  of  this  function.  If  a 
private  industry  is  going  to  avoid  the  same  pitfalls,  it  needs  above  all  to 
maintain  a  board  that  operates  effectively.  The  prime  criterion  is  that 
the  board  must  retain  and  exercise  the  function  of  final  judgment,  and 
refrain  from  any  other  activity.  True,  many  businesses  operate  well, 
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at  least  for  a  time,  with  boards  that  are  merely  rubber  stamps,  and  so 
do  businesses  that  have  no  boards  in  the  proper  sense  at  all,  but  merely 
committees  of  management.  Usually  when  such  a  business  succeeds  it 
is  because  there  is  a  really  powerful  control  in  the  background,  or  the 
ghost  of  an  earlier  control  not  yet  recognized  as  a  ghost.  Inertia,  tradi- 
tion, company  loyalty  can  take  even  an  imperfect  system  safely  a  long 
way.  But,  under  present  trends,  it  is  essential  that  American  industry 
organize  soundly  for  the  long  pull,  emphasizing  the  essential  feature 
that  distinguishes  private  enterprise  from  government  ownership.  The 
key  is  an  effective  board,  properly  constituted,  vigorously  retaining  its 
prerogatives,  acting  as  the  judge  and  ultimate  authority,  the  balance 
wheel  for  management  but  not  a  part  of  it. 

The  chief  executive  should  sit  on  the  board.  It  does  not  matter  much 
whether  he  presides  or  not.  With  him  should  sit  his  executive  officer, 
to  be  posted  and  ready  to  carry  on  if  need  be  at  a  moment's  notice.  The 
system  where  there  is  a  chairman,  concerned  primarily  with  external 
affairs,  and  a  president  who  runs  the  company  internally,  is  workable. 
In  such  a  case  three  officers  should  be  present,  for  the  president  still 
needs  his  principal  executive  officer  ready  to  carry  on  as  a  substitute. 
Beyond  this  there  is  serious  question  whether  any  officers  of  the  com- 
pany should  sit  as  members  of  the  board.  If  they  do,  they  are  in  an 
equivocal  position;  either  they  are  there  merely  to  back  up  their  chief, 
in  which  case  their  votes  are  an  anomaly,  or  they  are  sitting  in  judg- 
ment on  their  chief's  recommendations,  which  is  an  absurdity.  It  is  an 
entirely  different  matter  to  invite  them  to  be  present  when  subjects 
which  particularly  concern  them  are  under  discussion.  Under  proper 
relationships  many  matters  will  be  thrashed  out  in  the  board  in  pre- 
liminary fashion  before  going  back  to  management  to  become  explicit; 
in  such  cases,  a  wise  chief  can  encourage  his  subordinates  to  present 
diverse  opinions  without  embarrassment.  The  experience  of  presenting, 
for  his  chief,  a  program  on  which  management  is  agreed  is  also  ex- 
cellent for  a  vice  president,  and  it  usually  cheers  the  board  to  listen  to 
someone  else  than  the  president  for  a  change.  But  it  should  always  be 
crystal  clear  that,  except  when  the  president  himself  desires  prelimi- 
nary board  discussion  for  guidance,  nothing  goes  to  the  board  from  the 
management  except  the  considered  conclusions  and  plans  of  the  presi- 
dent, initiated  by  him  or  in  response  to  board  initiation.  If  the  board 
is  not  satisfied  with  the  chief's  performance,  its  members  can  reason 
with  him  privately,  and  the  board  can  if  necessary  get  a  new  chief; 
but  it  cannot  enter  into  his  relations  with  his  staff  without  creating 
chaos.  By  the  same  token,  the  president  is  responsible  before  the  board 
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for  the  acts  and  omissions  of  all  his  subordinates,  and  if  he  tends  to 
forget  this  he  needs  to  be  reminded  of  one  of  the  cardinal  principles 
of  sound  organization. 

Departures  from  the  hourglass  form  of  organization,  with  all  inter- 
nal matters  funneling  to  and  from  the  president,  are  embarked  upon 
at  great  risk.  A  common  form  of  departure  in  practice  involves  finan- 
cial matters.  Here  the  alternative  path,  from  a  part  of  the  organization 
through  a  finance  committee  to  the  board,  short-circuiting  the  presi- 
dent, often  makes  sense.  In  a  university,  for  example,  control  of  en- 
dowment in  this  matter  is  reasonable,  particularly  if  the  president's 
background  in  finance  consisted  of  a  course  in  economics  thirty  years 
before.  The  danger  of  a  finance  committee  in  which  the  president 
plays  little  or  no  part  is  that  it  will  begin  to  exert  management  under 
the  guise  of  financial  control.  There  are  then  likely  to  be  two  managers 
of  the  business,  and  the  devil  to  pay.  On  the  other  hand,  a  finance 
committee  which  passes  on  recommendations  of  the  president  regard- 
ing internal  financial  affairs,  on  their  way  to  the  board,  and  exercises 
control  for  the  board  within  limits,  is  all  right  provided  it  does  not 
in  effect  relieve  the  full  board  of  responsibility  for  important  financial 
decisions.  A  finance  committee  can  also  itself  properly  initiate  in  the 
field  of  external  financial  relations,  especially  under  conditions  where 
internal  and  external  responsibility  are  divided  between  a  president 
and  a  chairman.  But  if  a  finance  committee  finds  it  has  to  manage 
internally  in  order  to  make  the  company  function,  its  proper  recourse 
is  to  convince  the  board  that  a  new  president  is  needed;  and  if  it  in- 
dulges in  managing  activities  because  it  doesn't  understand  the  con- 
sequences, the  board  needs  a  new  chairman  of  its  finance  committee. 
All  this,  of  course,  is  quite  independent  of  the  subject  of  audit,  which 
is  a  function  of  the  board  and  which  the  latter  should  exercise  in- 
dependently, usually  through  a  committee  of  outside  directors,  and  with 
such  service  of  internal  officers  as  it  may  need. 

An  executive  committee  seldom  presents  a  difficult  problem  except 
in  one  respect.  It  substitutes  for  the  board  between  meetings,  and  acts 
within  delegated  limits.  Its  relations  with  the  president  are  those  of 
the  board  itself.  It  is  a  great  time  saver,  for  there  are  many  points  on 
which  a  president  needs  action  which  are  not  of  such  moment  as  to  re- 
quire the  time  of  the  full  board,  and  a  preliminary  shakedown  of  a 
tough  important  question  in  a  small  group  is  a  great  aid  when  subtle 
matters  are  on  the  way  to  the  board.  The  only  danger  with  an  executive 
committee  is  that  is  will  perform  altogether  too  well.  When  it  does, 
board  meetings  become  perfunctory  and  members  not  on  committees 
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are  bored.  The  offset  in  the  form  of  a  member  at  large  who  insists  that 
everything  be  reargued  is  not  a  happy  one,  and  this  situation  is  usually 
cured  by  putting  him  on  the  committee.  In  general  it  can  be  said  that  if 
every  recommendation  of  the  executive  committee  is  always  followed 
exactly  by  the  full  board,  there  is  something  wrong.  For  some  strange 
human  reason,  executive  committees  shy  at  passing  matters  to  the  full 
board,  even  important  matters,  without  expressing  formal  judgment 
thereon  and  thereby  putting  the  subject  pretty  much  on  ice.  A  wise 
executive  committee  will  avoid  even  the  appearance  of  omniscience. 
But  very  few  executive  committees  are  thus  wise. 

The  question  of  other  committees  of  the  board  is  an  intricate  one.  A 
committee  on  technical  scientific  or  engineering  aspects  of  the  business 
is  sometimes  used.  Certainly  in  some  sorts  of  business  there  are  scientific 
and  engineering  plans  and  programs  of  as  great  moment,  from  the  stand- 
point of  company  progress  and  prosperity,  as  the  financial,  legal,  or 
organizational  plans  of  management  which  are  habitually  sifted  by  com- 
mittees on  the  way  to  the  board,  or  acted  upon  by  committees  within 
limits  for  the  board.  The  difficulty  is,  of  course,  that  boards  are  often 
made  up  of  men  of  business,  legal,  or  financial  background  with  little 
deep  grasp  of  the  processes  and  techniques  on  which  the  company  is 
founded.  On  the  other  hand,  the  president  is  likely  to  know  something 
about  them,  and  therefore,  technical  programs  come  to  the  board  through 
the  president  or  not  at  all.  This  is  not  a  universal  situation;  for  example, 
there  are  oil  companies  in  which  the  board  understands  the  full  technical 
complexity  of  the  oil  business,  and  where  plans  are  discussed  technically 
in  full  board.  When  a  company  is  in  a  highly  technical  field,  it  is  unfor- 
tunate for  the  board  never  to  hear  of  that  aspect  of  its  affairs  except 
when  it  is  being  mildly  educated.  The  usual  explanation  of  such  a  situa- 
tion is  that  technical  matters  are  too  complex  for  board  judgment.  They 
certainly  cannot  be  boiled  down  into  a  balance  sheet  and  an  operating 
statement.  But  they  often  need  judgment  on  a  broad  basis  as  much  as 
anything  else,  and  they  are  inherently  no  more  complex  than  many  a 
legal  or  financial  question.  When  the  board  includes  individuals  with 
adequate  background  for  technical  judgment,  a  technical  committee  of 
the  board  can  perform  the  same  sort  of  service  as  a  finance  committee. 
It  also  presents  the  same  danger,  namely  that  it  may  begin  to  manage; 
but  that  danger  is  avoidable.  Another  apparent  barrier  to  the  use  of  such 
a  committee  is  found  in  cases  where  the  president  did  not  come  up 
through  engineering  or  research,  and  has  a  natural  reluctance  to  present 
technical  matters  to  any  group  except  in  the  broadest  generalities.  This 
should  not  be  a  barrier.  After  all,  a  president  cannot  himself  be  a  master 
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of  every  aspect  of  his  business.  In  fact,  from  the  standpoint  of  personal 
mastery  he  is  probably  outstanding  in  one  branch  only.  Unless  he  is  sur- 
rounded by  staff  members  who  know  the  intricacies  of  diverse  branches 
far  better  than  he  does,  there  is  something  wrong,  often  very  seriously 
wrong.  His  function  is  to  have  such  over-all  understanding  that  he  can 
judge  every  branch  in  the  light  of  its  interrelations  with  all  others.  So  it 
would  be  no  novelty  for  him  to  sit  with  a  board  committee  while  a  vice- 
president  presents  a  specialty,  with  which  presentation  he  has  agreed  be- 
forehand. If  he  has  no  vice-president  who  can  do  this,  with  his  full  sup- 
port and  confidence,  he  should  get  him  one.  Thus  there  are  no  genuine 
barriers  to  the  procedure  of  presenting  engineering,  scientific,  or  techni- 
cal matters  through  a  committee  to  the  board,  unless  the  board  lacks 
individuals  who  can  judge  them  with  adequate  background.  This  is  un- 
fortunate in  any  business  founded  on  a  specialized  rapidly  developing 
technical  base,  for  the  future  of  the  company  may  well  hinge  on  the 
skill  with  which  technical  trends  are  judged. 

Members  of  the  board  should  not,  however,  operate  merely  in  meet- 
ings of  committees  or  of  the  full  board.  Of  course  a  man  who  can  do 
that  only  may  often  be  valuable  to  a  board,  if  he  is  a  wise  man  who 
is  very  busy  elsewhere.  But  members  generally  need  to  be  active  far 
beyond  mere  attendance  at  meetings.  If  they  are  not.  how  can  they 
suitably  perform  their  main  function,  when  it  comes  to  a  change  of 
top  command?  And  this  leads  to  quite  a  puzzle,  for  directors  need  to 
have  close  contacts  inside  a  company,  yet  they  should  not  interfere  in 
management.  As  a  general  principle,  contacts  within  an  organization 
for  purposes  of  information  should  be  inhibited  to  the  minimum  ex- 
tent consistent  with  orderly  procedure,  while  all  business  continues  to 
be  done  through  channels.  This  principle  needs  to  be  applied  at  all 
levels,  but  especially  in  connection  with  board  relationships.  There 
is  no  principle  of  organization  with  more  necessary  shades  of  subtle 
qualification.  The  executive  who  can  talk  freely  with  an  individual 
two  ranks  below  him,  while  keeping  it  clear  that  he  is  issuing  no  orders, 
and  that  he  expects  the  individual  to  apprise  his  immediate  boss  of 
anything  pertinent  which  occurs,  is  rare.  Still  rarer  is  the  organization 
in  which  discussion  and  criticism  of  a  policy  or  procedure  which  is  in 
the  process  of  formulation  can  proceed  generally  both  up  and  down, 
with  effective  exclusion  of  personalities  throughout,  and  complete 
loyalty  to  policy  once  adopted.  Even  when  this  is  the  case,  the  director 
who  can  wander  about  an  organization  and  learn  something  about  it 
beyond  the  cold  statistics,  without  appearing  either  officious  or  foolish, 
is  usually  a  director  who  for  some  reason  knows  the  company  rather 
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intimately  at  the  outset.  Yet  the  director  who  penetrates  no  farther 
than  meetings,  conducted  tours,  and  chats  with  the  president  can  hardly 
be  expected  to  understand  a  vital,  breathing  organism  in  such  manner 
as  to  proceed  beyond  a  machine-like  judgment  of  its  status  and  prob- 
able evolution.  There  are  several  devices  which  help  to  break  down 
the  barriers  without  introducing  artificial  stress.  One  is  the  informal, 
semi-social  gathering  for  discussion  of  broad  company  policy,  spread 
over  a  day  or  two  and  preferably  remote  from  the  place  of  business. 
It  is  used  with  groups  of  top  executives,  and  when  planned  with  a  bit 
of  skill  seems  to  work  well.  It  could  advantageously  be  extended  to 
include  directors.  Another  scheme,  and  a  good  one,  is  the  ad  hoc  com- 
mittee of  the  board,  operating  on  the  same  pattern  as  a  regular  com- 
mittee, but  concerned  with  a  concrete  temporary  problem  of  direct 
interest  to  the  board  members  engaged.  Sometimes  this  can  even  be 
a  committee  of  one,  but  it  needs  some  formal  recognition,  for  board 
members  need  at  all  hazards  to  avoid  being  suspected  of  snooping. 
It  is  notable  that  the  one  matter  on  which  board  members  need  to 
be  informed  most  completely,  namely,  the  character  and  qualifications 
of  individuals  near  the  top  of  the  organization,  is  the  one  thing  into 
which  they  cannot  inquire  directly  except  among  themselves,  and 
can  inquire  indirectly  only  with  the  greatest  of  care  and  circumspec- 
tion. Still,  that  is  a  rather  prevalent  condition  in  human  relations  gen- 
erally, and  somehow  men  learn  to  judge  other  men  in  nonobvious 
ways.  A  great  deal  could  be  written  on  the  problem  of  educating  a 
board.  The  key,  of  course,  is  to  get  them  intensely  interested  in  the 
business,  and  that  often  means  primarily  interested  in  the  people  who 
are  running  it.  This  hardly  happens  of  itself,  especially  when  boards 
are  made  up  largely  of  individuals  each  of  whom  is  on  a  dozen  boards. 
It  is  best  done  when  there  is  a  genuine  and  specific  object  to  be  at- 
tained. 

Much  more  could  be  written  concerning  the  internal  functioning  of 
boards  of  directors.  Their  function  of  orienting  the  company  in  its  ex- 
ternal relationships  is  equally  important.  In  particular,  if  the  system 
they  represent  is  a  good  one,  they  should  guide  and  back  up  the  presi- 
dent and  chairman  in  such  manner  as  to  ensure  as  far  as  possible  that 
that  system  escapes  disaster  from  without. 

If  they  do  this,  and  if  they  perform  their  main  task  well  when  it 
comes  to  selecting  a  new  president,  they  can  genuinely  be  of  great  use 
to  the  company. 
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1  The  "Note  on  the  Business  of  Private  Life  Insurance  Companies"  and  the  material 
on  "Current  Trends  and  Issues  in  Life  Insurance"  were  prepared  by  Mrs.  Audrey  T. 
Sproat  under  the  direction  of  Professor  E.  P.  Learned.  Pilgrim  Life  Insurance  Company 
cases  (A;,  (B),  (C),  and  (D,  were  prepared  by  Mr.  Donald  H.  Thain  and  Professors 
J.  D.  Glover  and  E.  P.  Learned.  Pilgrim  Life  Insurance  (E)  and  (F)  were  prepared  by  Mr. 
Arthur  B.  Moss  and  Professors  J.  D.  Glover  and  E.  P.  Learned. 
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"No  matter  how  it  has  been  packaged,"  said  a  leading  spokesman 
of  the  life  insurance  industry,  "the  commodity  [we  sell]  has  continued 
to  be  exclusively  money  for  future  delivery;  our  basic  service  continues 
to  be  the  provision  of  security  and  the  replacement  of  income  lost  or 
impaired  by  death  or  disability."1 

There  are  only  two  ways  to  meet  the  risks  involved  in  dying  too 
soon,  living  too  long  (superannuation),  or  long-term  disability,  acci- 
dent, and  sickness.  These  are  (1)  savings,  and  (2)  insurance.  The 
first  requires  time;  the  second  can  supply  immediate  protection.  The 
essence  of  insurance  is  risk  sharing  by  large  groups  of  individuals  who 
are  subject  to  similar  risks.  The  groups  must  be  large  and  the  risks 
similar,  for  only  under  these  conditions  is  it  possible,  on  the  basis  of 
recorded  past  experience,  to  make  a  reasonably  valid  forecast  of  the 
incidence  of  loss  among  group  members.  Without  such  a  forecast,  in- 
surance costs  could  not  be  estimated,  and  insurance  could  not  be  written 
on  a  business-like  basis. 

Most  risk  sharing  is  accomplished  through  the  medium  of  an  in- 
surance company  (sometimes  called  a  carrier).  In  return  for  a  mone- 
tary consideration  (premium),  the  company  signs  a  contract  (policy) 
in  which  it  promises  to  pay  a  stated  amount  (face  value  of  the  policy, 
benefit,  or  claim)  on  behalf  of  those  among  its  policyholders  who 
actually  suffer  from  the  risk  against  which  they  have  insured  them- 
selves. 

Some  carriers,  particularly  those  that  handle  property  risks,  do  a 
pure  risk-spreading  business  in  the  manner  just  described.  Life' insur- 
ance companies,  which  are  legally  restricted  to  underwriting  risks  to 
persons,  also  sell  large  amounts  of  insurance  on  a  pure  risk-spreading 
basis,  but  most  of  their  business  is  done  in  policies  that  really  combine 
risk  spreading  with  savings.  The  "how"  and  'why"  of  this  prevailing 

1  President  Fredrick  W.  Ecker,  Metropolitan  Life  Insurance  Company,  in  Eastern  Under- 
writer, October  4,  1957,  p.  15. 

517 


518         PROBLEMS  OF  GENERAL  MANAGEMENT 


practice  will  become  apparent  after  a  look  at  the  nature  and  short- 
comings of  the  pure  risk-spreading  principle  when  applied  in  the  life 
underwriting  field. 

PURE  PROTECTION  THROUGH  RISK  SPREADING 

Of  the  three  classes  of  risks  underwritten  by  life  companies,  ( 1 )  su- 
perannuation cannot  be  handled  without  recourse  to  savings,  ( 2 )  acci- 
dent and  sickness  risks  are  handled  almost  exclusively  on  a  pure  risk- 
spreading  basis,  and  ( 3 )  death  risks  may  be  handled  either  way.  Since 
protection  against  death  accounts  for  the  major  portion  of  the  life  in- 
surance industry's  premium  income — $9.4  billion  out  of  $13.6  billion 
for  1,144  companies2  in  1956 — it  is  interesting  to  see  why  pure  risk 
spreading  has  found  only  limited  acceptance  in  this  most  important 
segment  of  the  market. 

The  reason  is  not  hard  to  find.  If  the  costs  of  death  claims  are  sim- 
ply spread  among  all  the  policyholders  who  are  subject  to  similar  risks 
(e.g.,  risks  incident  to  age,  sex,  occupation,  and  general  health),  then 
costs  will  rise  as  insured  persons  grow  older  until  they  reach  a  pro- 
hibitive level.  This  drawback  is  inescapable  because  as  people  age  the 
death  rate  increases.  Lives  are  thus  unlike  other  types  of  insurable 
assets,  and  the  business  of  underwriting  death  risks  (life  insurance) 
differs  from  other  types  of  underwriting. 

To  substantiate  the  statement  that  pure  risk-spreading  insurance 
is  rising  cost  insurance  when  applied  to  human  lives,  one  need  only 
consult  a  mortality  table.  Prepared  by  insurance  actuaries,  these  tables 
show  "the  number  of  deaths  expected  at  any  age  from  birth  to  the 
point  where  death  is  virtually  certain."3  The  table  still  in  widest  use 
(Commissioners'  1941  Standard  Ordinary  Mortality  Table)  reveals, 
for  example,  that  at  age  20  the  death  rate  is  only  2.43  per  1,000  of 
insured  population.  By  age  40  the  rate  has  risen  to  6.18,  and  by  age 
60  it  reaches  26.59  (Exhibit  1).  Assuming  that  a  carrier  could  defer 
paying  claims  until  a  year  after  premiums  had  been  collected,  and 
assuming  that  it  could  earn  2.5%  investment  income  yearly  on  any 
premium  money  it  received,  it  could  sell  each  20-yeat-old  a  one-year 
$1,000  life  insurance  policy  for  only  $2.37  and  still  cover  the  cost  of 
spreading  claims.  But  the  40-year-olds  would  have  to  pay  $6.03  for 
similar  protection,  and  the  60-year-olds,  $25.94.  These  figures  in  each 
case  are  only  the  net  premium  charges;  the  gross  premium  actually 

2  Institute  of  Life  Insurance,  Life  Insurance  Fact  Book,  1957,  p.  50. 

3  Life  Insurance  Agency  Management  Association,  The  K  Factor  in  Successful  Selling 
(Hartford,  Conn.,  1957),  p.  18. 
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charged  would  have  to  include  a  factor  (loading)  for  insurance  com- 
pany expense. 

The  cost  of  pure  risk-spreading  insurance  is  thus  very  low  at  younger 
ages,  but  it  rises  at  an  ever-increasing  rate  until  by  age  75,  for  exam- 
ple, it  reaches  the  almost  prohibitive  level  of  $86.48  net  premium 
per  $1,000  face  value  per  year.  At  age  99,  the  end  of  the  mortality 
table,  the  net  premium  per  $1,000  would  be  $975.61. 

Because  of  its  cost  structure,  pure  risk  spreading  has  many  life  in- 
surance uses,  especially  for  younger  people.  However,  it  is  neither 
bought  nor  sold  on  a  permanent  or  whole  life  basis;  that  is,  such  in- 
surance is  not  designed  to  remain  in  force  indefinitely,  and  so  persons 
thus  insured  may  outlive  their  protection.  In  fact,  this  type  of  policy 
is  generally  written  for  a  relatively  brief  span  of  time — one  year,  five 
or  ten,  though  some  contracts  may  run  longer.  Each  time  the  contract 
is  renewed,  the  premium,  as  might  be  expected,  is  higher.  Many  com- 
panies will  not  write  this  type  of  policy  beyond  age  62  or  65;  even 
if  they  would,  policyholders  of  this  age,  with  their  reduced  earning 
power,  could  rarely  foot  the  bill  for  the  premiums  involved. 

Because  it  covers  only  a  limited  number  of  years,  pure  risk-spread- 
ing life  insurance  is  known  as  term  insurance.  It  may  be  bought  with 
extra  features  designed  to  minimize  the  risk  that  protection  will  be 
lost  before  need  expires;  for  example,  renewable  term  enables  the 
purchaser  to  renew  his  contract  for  a  specified  number  of  times  with- 
out a  medical  examination.  Convertible  term  enables  the  insured — if 
he  can  afford  to  do  so — to  convert  his  policy  from  a  temporary  or 
term  insurance  basis  to  some  type  of  permanent  coverage  that,  though 
called  insurance,  also  involves  the  principle  of  savings. 

Uses.  Because  term  insurance  is  temporary,  it  is  often  used  to  meet 
temporary  needs.  For  example,  it  may  be  taken  out  to  guarantee  the 
payment  of  an  unsecured  loan  (credit  insurance),  or  even  a  secured 
long-term  obligation  (mortgage  insurance).  It  may  also  be  used  to 
supplement  an  investment  program  until  such  time  as  an  adequate 
fund  has  been  accumulated. 

Because  term  insurance  calls  for  low  cash  outlays,  at  least  during 
the  earlier  years  of  life,  it  is  also  used  by  individuals  to  provide  pro- 
tection during  a  financial  crisis  or  in  periods  of  low  earning  power. 
For  example,  it  is  often  resorted  to  by  persons  who  have  taken  out 
permanent  insurance  but  who  find  themselves  temporarily  unable  to 
meet  the  higher  premiums  involved.  Perhaps  most  important,  term  is 
appropriately  used  by  young  men  with  low  starting  salaries  who  need 
maximum  protection  per  dollar  spent  on  insurance  for  dependents. 
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Although  term  or  pure  protection  insurance  has  a  wide  range  of 
uses,  either  by  itself  or  in  combination  with  other  types  of  policies,  it 
is  not  adapted  to  meet  all  the  needs  of  the  life  insurance  market.  For 
people  who  want  protection  on  a  whole  life  or  permanent  basis,  and 
who  want  to  pay  for  it  at  a  level  annual  rate,  term  insurance  is  not 
the  answer.  It  can  only  approach  these  objectives  through  some  of 
its  longer-run  variations:  for  example,  20-year  term,  term  to  65,  and 
term  to  the  end  of  life  expectancy.  All  these  coverages  may  extend 
for  a  substantial  number  of  years,  and  premium  charges  for  them  are 
level  (thus  building  up  a  small  and  temporary  savings  factor  during 
the  earlier  policy  years  which  is  subsequently  absorbed  by  rising  costs 
during  the  later  part  of  the  period. ) 4  Even  the  longest-run  term  policy 
does  not,  however,  meet  the  need  for  permanent  insurance.  To  achieve 
this  goal,  a  policyholder  must  buy  some  other  type  of  protection — a 
type  that,  though  called  insurance,  actually  combines  the  pure  risk- 
spreading  principle  with  savings. 

PURE  RISK  SPREADING  PLUS  SAVINGS 

No  matter  how  life  insurance  is  designed,  there  is  always  the  prob- 
lem of  covering  death  claims  in  the  later  years  of  life  when  claims 
are  high.  When  permanent  protection  is  purchased,  this  problem  be- 
comes even  more  acute,  for  permanence  means  that  a  claim  is  sooner 
or  later  bound  to  be  presented.  The  difficulty  can  be  met,  however, 
through  combining  savings  with  pure  protection. 

Insurance  savings  are  created  as  follows:  Premium  payments  are 
leveled  out,  so  that  they  are  much  higher  than  the  costs  of  claims  dur- 
ing the  early  policy  years.  Thus  a  savings  or  policy  reserve  is  created 
which  is  invested  to  yield  an  income.  This  reserve  becomes  available 
for  meeting  at  least  a  portion  of  nearly  every  claim  generated  by  the 
policyholders.  Since  each  successive  premium  payment  would  add  to 
the  amount  of  reserves  or  savings,  a  policyholder  who  lived  long 
enough  to  meet  all  agreed-upon  premium  payments  would  build  up 
policy  reserves  equal  to  the  full  face  value  of  his  benefit.  In  the  mean- 
time, a  dwindling  portion  of  his  claim  is  still  at  risk  from  the  point 
of  view  of  the  insurer;  for  this  portion,  the  policyholder  buys  coverage 
on  a  pure  protection  basis.  Even  though  the  cost  per  $1,000  of  this 
pure  protection  portion  constantly  increases,  the  policyholder's  dollar 

4  John  H.  Magee,  Life  Insurance  (Homewood,  111.:  Richard  D.  Irwin,  Inc.,  1951), 
p.  55.  (A  revised  edition  of  this  work  appeared  in  1958,  too  late  for  inclusion  in  this  note. 
The  principal  changes,  according  to  the  author's  preface,  were  increased  attention  to  health 
insurance  and  discussion  of  new  policy  forms.) 
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outlay  for  pure  protection  remains  approximately  constant  since  he  is 
buying  less  and  less  of  this  rising-cost  type  of  insurance. 

The  policyholder  is  recognized  as  having  an  equity  in  the  savings 
generated  by  his  successive  premium  payments.  These  savings  are 
the  source  of  the  nonforfeiture  value  of  his  policy,  often  called  its  cash 
or  surrender  value.  This  the  policyholder  may  put  to  a  variety  of  uses: 
First,  if  a  financial  crisis  prevents  him  from  meeting  his  premium  when 
due,  the  insured  may  use  his  nonforfeiture  values  to  continue  insur- 
ance protection  on  either  an  extended  term  or  reduced  paid-up  insur- 
ance basis.  Second,  without  forfeiting  his  policy,  the  insured  may  bor- 
row his  cash  values  at  a  specified  interest  rate.  Finally,  the  insured 
may  withdraw  his  cash  values,  but  this  action,  of  course,  terminates 
his  insurance  program. 

The  following  diagram  (based  on  an  hypothetical  ordinary  life  pol- 
icy taken  out  at  age  35  in  the  amount  of  $1,000)  indicates  how  an 
increase  in  cash  values  is  accompanied  by  a  decrease  in  the  net  amount 
at  risk: 

FACE  AMOUNT 


$1000 


35      45      55      65      75       85      95  100 
AGE 

Source:  Life  Insurance  Agency  Management  Associa- 
tion, The  K  Factor  in  Successful  Selling  (Hartford, 
Conn.,  1957),  p.  37. 


From  the  point  of  view  of  the  insurance  carrier,  the  savings  ele- 
ment in  premium  income  becomes  the  source  of  the  policy  reserve. 
Reserves  generated  by  any  single  class  of  similar  risks  (policyholders 
of  the  same  age  and  sex,  classified  as  subject  to  broadly  similar  health 
and  occupational  hazards)  build  up  in  the  early  policy  years  and  decline 
when  members  of  the  class  grow  so  old  that  claims  exceed  premium 
income.5  While  the  company's  policy  reserves  and  the  policyholders' 
nonforfeiture  values  arise  in  the  same  way,  the  insurer  is  not  legally 


5  Ibid.,  pp.  439,  440. 
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obliged  to  equate  the  two  amounts  exactly,  and  company  reserves  are 
larger  than  the  cash  values  which  the  policyholder  can  recapture.6 

Several  types  of  life  insurance  policies  are  designed  around  the  basic 
principle  of  combining  pure  protection  with  savings.  These  differ 
mainly  in  the  number  of  premium  payments  required,  the  time  at 
which  benefits  are  payable,  and  hence  in  the  cost  per  $1,000.  Many 
combinations  and  permutations  are  available,  designed  to  meet  a  variety 
of  needs. 

SAVINGS-TYPE  POLICIES WHOLE  LIFE  AND  ENDOWMENTS 

Life  insurance  policies  with  a  savings  feature  fall  into  two  major 
classes:  (1)  whole  life,  both  ordinary  and  limited  pay;  and  (2)  en- 
dowments. 

While  both  these  major  types  and  their  many  variants  combine  sav- 
ings with  pure  protection,  they  differ  in  the  emphasis  placed  on  each 
factor,  and  thus  appeal  to  buyers  with  differing  needs.  Premiums  may 
vary  according  to  whether  the  applicant  for  insurance  is  a  standard, 
a  substandard,  or  a  preferred  risk,  from  the  point  of  view  of  health 
and  occupation.  To  qualify  for  the  latter  category,  the  insured  must 
generally  also  buy  a  stated  minimum  amount  of  protection  and  pay 
for  it  ordinarily  on  an  annual  basis.  Premiums  may  also  vary  with 
the  face  value  of  the  policy  under  a  quantity  discount  plan  recently 
authorized  in  some  jurisdictions  including  New  York. 

Ordinary  Whole  Life.  Designed  for  price-conscious  buyers  pri- 
marily interested  in  protection,  ordinary  whole  life  features  the  lowest 
premium  rate  for  any  type  of  permanent  insurance.  It  keeps  premiums 
low  through  building  up  the  savings  element  so  slowly  that  part  of 
the  amount  at  risk  may  continue  to  be  covered  on  a  pure  risk-sharing 
basis  throughout  the  insured's  maximum  life  span. 

Limited  Pay.  Whereas  ordinary  whole  life  premiums  may  be 
strung  out  through  the  entire  life  of  the  insured  (or  until  he  reaches 
some  advanced  age  such  as  80  or  85 ),  in  limited  pay,  premiums  termi- 
nate after  a  specified  number  of  years  (such  as  20),  the  purpose  often 
being  to  enable  the  insured  to  complete  his  payments  before  the  age 
of  superannuation.  Premiums  for  limited  pay  must,  of  course,  be  higher 
than  for  ordinary  life.  Nonforfeiture  values,  that  is,  savings,  are  also 
higher,  and  continue  to  build  up  through  interest  earnings  even  after 
premiums  cease.  As  in  the  case  of  ordinary,  benefits  are  payable  at 
death.7 


6  Ibid.,  pp.  461-70. 

7  Ibid.,  pp.  69-76. 
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Endowments.  Designed  for  buyers  who  are  primarily  interested 
in  savings,  endowments  call  for  a  limited  number  of  premiums  pay- 
ments, and  at  the  end  of  the  payment  period  the  proceeds  are  turned 
over  to  the  insured. 

As  might  be  expected,  premiums  are  high  in  relation  to  the  face 
value  of  the  policy.  Hence  endowments  are  unsuited  to  cases  where 
the  need  for  protection  is  acute  in  relation  to  available  funds.  They 
are  also  unsuited  to  cases  where  no  protection  feature  at  all  is  needed, 
as  when  the  insured  has  no  dependents  and  is  simply  saving  for  him- 
self in  his  old  age.  To  meet  this  particular  need,  an  annuity  offers 
the  best  insurance  buy.8 

Conversely,  if  it  is  important  that  a  savings  program  be  completed 
whether  the  insured  lives  or  dies,  then  an  endowment  is  appropriate. 
For  example,  a  father  might  take  out  this  type  of  policy  on  his  own 
life  to  assure  the  education  of  a  child.  Similarly,  an  endowment  might 
be  used  to  save  for  old  age,  provided  the  policyholder  has  dependents 
whose  needs  can  also  be  covered  by  the  program.9 

SUPERANNUATION   INSURANCE  ANNUITIES 

Besides  writing  insurance  against  death  risks,  life  insurance  com- 
panies also  insure  against  the  risk  of  living  too  long,  for  example, 
against  superannuation  and  the  loss  of  economic  independence.  In 
1956  this  business  accounted  for  $1.3  billion,  or  about  10%  of  pre- 
mium income  for  the  industry  as  a  whole.10 

Whereas  life  insurance  typically  calls  for  fund  accumulation,  an- 
nuities primarily  involve  fund  disbursement.  Payments  by  the  insur- 
ance company  are  not  made  on  the  death  of  the  insured  but  over  his 
remaining  lifetime. 

The  annuity  contract  operates  as  follows:  In  return  for  a  purchase 
price,  which  may  be  either  a  single-premium  or  an  annual-premium 
arrangement,  the  insurer  agrees  to  pay  the  insured  an  income  for  the 
balance  of  his  life.  This  annuity  may  be  immediate,  provided  the 
purchase  price  is  paid  in  one  lump  sum;  otherwise  it  must  be  deferred?1 

If  the  contract  is  a  simple  one,  involving  nothing  more  than  a  series 
of  payments,  it  is  called  a  straight  life  annuity;  all  the  insurer's  obliga- 
tions are  discharged  on  the  death  of  the  annuitant,  even  if  death  should 
occur  right  after  the  benefit  is  purchased. 

8  Ibid.,  pp.  82,  83. 

9  Ibid.,  pp.  83,  112. 

10ILI,  Life  Insurance  Fact  Book,  1957,  p.  50. 
11  LIAMA,  op.  tit.,  p.  58. 
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To  avoid  this  contingent  loss  of  capital  and  to  make  some  provision 
for  heirs  or  dependents,  the  insured  may  purchase  an  annuity  with 
installments  certain,  which  guarantees  a  stated  number  of  payments, 
or  he  may  buy  an  installment  refund  or  cash  refund  annuity,  both 
of  which  guarantee  that  any  excess  of  purchase  price  over  payments 
to  the  annuitant  himself  will  be  paid  to  a  beneficiary.  Such  guaran- 
tees, of  course,  diminish  the  income  that  the  annuitant  could  otherwise 
buy  with  available  funds.  The  same  result  occurs  when  a  joint  and 
survivor  annuity  is  purchased,  a  type  especially  suited  to  the  needs  of 
an  elderly  husband  and  wife. 

In  figuring  the  benefits  that  a  given  annuity  premium  can  cover, 
the  insurance  company  is  guided  by  a  mortality  table — but  not  the 
same  table  used  to  figure  death  claims  when  setting  the  premium  for 
life  insurance.  Annuitants  have  been  found  to  live  longer  than  other 
insureds,  probably  in  large  part  because  annuity  contracts  appeal  only 
to  persons  in  good  health.  This  being  so,  the  insurer  must  use  a  special 
table  to  avoid  underestimating  benefit  expenses.12 

COMBINATION  POLICIES 

In  addition  to  the  major  policy  types  already  covered — term,  whole 
life,  endowments,  and  annuities — there  are  many  special-purpose  poli- 
cies made  by  combining  the  above.  For  example,  the  retirement  in- 
come endoivment  joins  an  endowment  with  an  annuity;  endowment 
at  85  resembles  ordinary  life  in  economy  and  duration;  modified  life 
starts  as  term  insurance  but  changes  automatically  to  ordinary  as  of  a 
date  when  the  insured  anticipates  that  he  can  meet  the  higher-premium 
payments  involved.  Estate  builder  policies  for  juveniles  may  start  out 
as  endowments  or  as  combinations  of  ordinary  life  and  endowments; 
in  either  case  their  outstanding  features  are  a  quick  build-up  of  cash 
values  and  a  multifold  increase  in  insurance  protection  at  no  extra 
premium  when  the  insured  reaches  a  given  age.  Owing  to  this  pecu- 
liarity, the  policy  is  often  called  a  "jumping  juvenile."13 

Two  unusual  types  of  policy  call  for  an  alleged  "return"  of  pre- 
miums or  cash  values  when  the  death  benefit  is  paid.  Both  actually 
involve  buying  additional  insurance  to  cover  the  agreed  increase  in 
claims.14  These  policies  were  designed  to  meet  objections  sometimes 
brought  forward  by  persons  who  do  not  understand  the  workings  of 
the  level-premium  plans.  One  such  objection,  for  example,  is  based 

Vl  Magee,  op.  cit.,  p.  97. 

13  LIAMA,  op.  cit.,  pp.  62,  64. 

14  Ibid.,  p.  62. 
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on  the  belief  that  an  insurance  company  should  not  be  allowed  to 
"keep"  cash  values  when  paying  a  claim.15 

Term  Riders.  More  significant  than  most  of  the  above  combina- 
tions are  some  of  the  many  policies  combining  whole  life  and  term 
insurance.  These  term  riders  enable  an  insured  person  to  carry  extra 
amounts  of  protection  purchased  at  a  relatively  low  cash  outlay  during 
the  period  of  greatest  need,  for  example,  when  his  children  are  young. 
Two  of  the  most  familiar  term  riders  are  family  income  and  family 
maintenance.  Calling  respectively  for  purchases  of  decreasing  or  level 
amounts  of  term  insurance  during  a  limited  number  of  years,  these 
plans  provide  income  payments  to  an  insured's  dependents  if  he  should 
die  while  the  term  insurance  is  still  in  effect.  The  difference  between 
the  two  plans  lies  in  the  fact  that  decreasing  term  supports  an  income 
ending  with  the  term  policy  period  while  level  term  supports  an  in- 
come for  a  stated  number  of  years  after  the  policy  holder  dies.16 

Other  term  riders  serving  a  family  security  purpose  are  double 
protection  and  triple  protection,  both  involving  temporary  purchases 
of  level  term  that  multiply  the  face  value  of  the  policy,  provided  the 
insured  dies  in  the  term  coverage  period.  Still  another  popular  com- 
bination policy  insures  a  whole  family  through  a  single-premium  pay- 
ment providing  ordinary  life  on  the  father,  term-to-65  on  the  mother, 
and  5-for-l  convertible  term  on  each  child  to  age  18.17 

TERM  VERSUS  SAVINGS-TYPE  LIFE  INSURANCE 

While  life  insurance  comes  in  many  "packages"  designed  to  meet 
particular  needs,  some  persons  have  argued  that  term  is  the  "best  buy" 
precisely  because  it  features  a  separation  of  protection  from  savings. 

These  advocates  of  term  point  out  that,  in  spite  of  its  increasing 
premiums,  term  insurance  for  a  great  many  years  costs  less  than  a 
permanent  policy  taken  out  at  the  same  age.  They  argue,  too,  that  the 
difference  in  cost,  if  saved  through  other  than  insurance  channels,  may 
well  return  a  higher  yield.  Moreover,  should  the  policyholder  die 
young,  his  estate  gets  both  his  savings  and  the  proceeds  of  insurance 
purchased  at  the  lowest  possible  cost.  Should  hard  times  strike,  all  his 
savings  are  at  his  disposal,  and  he  need  not  pay  interest  in  order  to 
get  at  them,  as  he  must  if  he  borrows  the  nonforfeiture  values  of 
an  insurance  policy.  If  he  lives  to  be  old,  admittedly  he  may  die  with- 
out insurance,  but  in  this  case  he  will  no  longer  be  an  economic  asset 

15Magee,  op.  cit.,  p.  124. 

16  LIAMA,  op.  cit.,  pp.  53,  54. 

17  Ibid.,  pp.  62,  63. 
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to  his  dependents,  so  they  need  not  be  compensated  for  his  demise.18 
Insurance  companies,  on  the  other  hand,  argue  that  the  need  for 
insurance  is  a  permanent  and  often  an  increasing  need;  thus  the  rising 
premium  on  term  as  age  advances  constitutes  a  serious  drawback. 
They  emphasize,  too,  that  in  actual  practice  few  individuals  can  devise 
— much  less  stick  to — a  savings  program  that  offers  the  advantages 
of  savings  through  insurance,  for  example,  safety  and  liquidity  of  prin- 
cipal, plus  a  yield  that  is  satisfactory  in  view  of  other  advantages.  In- 
surers argue  further  that  while  term  insurance  may  involve  a  "low 
outlay,"  it  is  not  really  "low  cost"  since  it  carries  a  high  percentage 
"loading,"  that  is,  a  high  charge  to  compensate  the  company  for  selling 
and  administrative  costs.  Companies  also  justify  their  reluctance  to  sell 
term  on  the  grounds  that  purchasers  do  not  understand  it.  "Because 
life  insurance  companies  know,  from  experience,  of  the  exasperation 
of  policyowners  with  increasing  premiums,  particularly  after  the  age 
of  55,  they  naturally  prefer  to  sell  a  type  of  contract  that  does  not  in- 
vite disappointment  and  criticism."19 

COMPUTING   NET  PREMIUMS 

So  far,  the  discussion  of  life  insurance  premiums  has  revolved  around 
the  question,  "What  for?"  It  is  time  now  to  consider,  "How  much?" 
and  to  answer  in  precise  mathematical  terms.  In  interpreting  the  fol- 
lowing figures,  however,  it  is  important  to  remember  that  they  repre- 
sent net,  not  gross,  amounts,  and  thus  do  not  reflect  the  actual  pre- 
miums that  a  buyer  of  insurance  should  expect  to  pay.  Furthermore, 
the  illustrations  used — and  sometimes  even  the  methods  followed — 
subordinate  realism  to  ease  of  understanding.20 

The  net  premium  for  any  basic  type  of  life  insurance  policy  (term, 
ordinary,  endowment,  or  limited  pay)  can  be  calculated  on  the  basis 
of  information  regarding  ( 1 )  the  face  value  or  potential  claim, 
(2)  age  and  sex  of  the  insured,  (3)  estimated  mortality  factors, 
( 4 )  per  cent  investment  income  anticipated  by  the  insurer,  and,  based 
on  this  percentage,  ( 5 )  a  discount  table  showing  present  values  of 
dollars  due  or  payable  over  a  period  of  years. 

Premium  for  a  One-Year  Term  Policy.  Starting  with  the  simplest 
type  of  contract,  a  one-year  term  policy,  an  example  may  be  constructed 
as  follows: 

18  Michael  H.  Levy,  Your  Insurance  and  How  to  Profit  by  It  (New  York:  Harcourt, 
Brace  &  Co.,  1955 ) ,  chap.  v. 
19Magee,  op.  cit.,  pp.  66,  67. 

20  Material  in  this  section  is  adapted  from  LIAMA,  op.  cit.,  pp.  15-35. 
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The  face  value  equals  $1,000;  the  age  of  the  insured  is  35;  the  mortality  as- 
sumptions used  are  those  of  the  Commissioners'  1941  Standard  Ordinary  Table 
of  Mortality  (Exhibit  1),  and  the  insurance  company  anticipates  yearly  earnings 
of  2.5%,  so  it  calculates  the  present  value  of  dollars  due  or  payable  in  the  future 
on  the  basis  of  a  2.5%  cumulative  discount  table  (Exhibit  2). 

Exhibit  2 

NOTE  ON  THE  BUSINESS  OF  PRIVATE  LIFE  INSURANCE  COMPANIES 
Compound  Discount  Table 
Present  Value  of  $1.00  due  from  1  to  50  Years  Hence  at  2V2%  Interest 
Compounded  Annually. 


Year 


Valu 


1...  -  •  0.97561 

2  0.95181 

3  0.92860 

4  0.90595 

5  0.88385 

6    0.86230 

7...  0.84127 

8  0.82075 

9  0.80073 

10  0.78120 

11  0.76214 

12  0.74356 

13  0.72542 

14    0.70773 

15  0.69047 

16  0.67362 

17  0.65720 

18  0.64117 

19  0.62553 

20  0.61027 

21  0.59539 

22  . .  0.58086 

23  0.56670 

24  0.55288 

25  0.53939 


Year  Value 

26  0.52623 

27..:  0.51340 

28  0.50088 

29  0.48866 

30  0.47674 

31  0.46511 

32  0.45377 

33  0.44270 

34  0.43191 

35  0.42137 

36  0.41109 

37  0.40107 

38  0.39128 

39  0.38174 

40  0.37243 

41  0.36335 

42  0.35448 

43  0.34584 

44  0.33740 

45  0.32917 

46  0.32115 

47  0.31331 

48  0.30567 

49  0.29822 

50  0.29094 


Source:  Life  Insurance  Agency  Management  Association,  The  K  Factor  in  Successful 
Selling  (Hartford.  Conn.,  1957),  p.  21. 

Under  these  circumstances,  what  net  premium  must  the  company 
charge  in  order  to  finance  its  risk-spending  functions?  In  other  words, 
how  much  must  the  insurer  collect  to  pay  all  claims  expected  to  arise 
from  insuring  similar  risks? 

Data  for  computing  future  claims  is  taken  from  the  mortality  table. 
According  to  this  source,  it  is  clear  that  of  906,554  living  persons 
35  years  old,  4,1 61  will  die  before  another  year  is  out.  Thus  if  the 
company  insured  all  members  of  this  group  for  $1,000  each,  it  would 
expect  to  pay  claims  of  $4,161,000  during  the  year. 
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If  the  insurer  needed  to  collect  $1.00  in  premiums  for  each  $1.00 
paid  in  claims,  the  premium  required  from  each  policyholder  would 
be  $4.59,  since  this  is  the  result  obtained  by  dividing  total  claims 
($4,161,000)  by  the  total  number  of  premiums  received  (906,554  in 
this  example ) .  The  answer,  however,  is  not  quite  so  simple,  for  it 
must  be  remembered  that  the  insurer  earns  2.5%  per  year  on  all  the 
premium  money  it  holds.  Assuming  that  premiums  are  received  at 
the  start  of  each  year  and  that  claims  need  not  be  paid  until  the  end 
of  the  year  in  which  they  are  incurred,  the  insurer  needs  to  collect 
only  the  present  value  of  claims,  or  $0.97561  for  each  $1.00  payable 
one  year  later.  Thus  the  net  premium  for  a  one-year  term  policy  at 
age  35  costs  not  $4.59  but  $4.48: 

$4,161,000  X  $0.97561,  total  present  value  of  claims  /Q  .  . 

—  ±-   —  $4.48,  net  single  pre- 

906,554,  total  policies  issued  mium  required 

Single-Premium,  Five-Year  Term  and  Ordinary  Life.  Since  most 
insureds  do  not  buy  protection  in  one-year  chunks,  the  next  step  in 
the  process  of  learning  to  compute  net  premiums  for  different  types 
of  policies  might  well  be  to  see  what  happens  when  the  contract  above 
is  extended  in  time — to  cover  five  years,  for  example.  Again  the 
mortality  and  discount  tables  serve  as  basic  tools  for  the  calculations: 


Net  Single-Premium,  Five- Year  Term  $1,000  Policy  Issued  at  Age  35 


Policy 
Year 

Number  of 
Living 
Policyholders 

Death  Claims 
Payable  at 
$1,000  per  Claim 

Present  Value 
of  $1.00 

Present  Value 
of  Claims 

1  

906,554 

$4,161,000 

$0,976 

$  4,061,136 

2  

902,393 

4,386,000 

0.952 

4,175,472 

3  

898,007 

4,625,000 

0.928 

4,292,000 

4  

893,382 

4,878,000 

0.906 

4,419,468 

5  

888,504 

5,162,000 

0.884 

4,563,208 

Total  Present  Value  of  Claims  $21,511,285 


$21,511,284,  total  present  value  of  claims 
906,554,  total  policies  issued 


=  $23.73,  net  single  premium  required. 


To  calculate  a  single  premium  for  an  ordinary  whole  life  policy 
would  involve  no  new  principle  but  merely  an  extension  through  age 
99  (the  end  of  the  mortality  table)  of  the  method  illustrated  above. 
If  this  step  is  omitted,  the  next  pressing  problem  is  to  learn  to  put 
the  premium  payment  on  a  more  realistic  basis,  that  is,  to  substitute 
for  the  seldom  used  single  payment  a  series  of  level  annual  charges. 

Level-Premium  Term.     Calculating  a  level  premium  introduces 
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two  new  complications:  (1)  Each  successive  premium  will  be  paid 
by  fewer  people,  since  some  insureds  are  assumed  to  die  each  year. 
(2)  Each  successive  premium  is  paid  a  year  further  into  the  future, 
thus  making  its  present  value  smaller.  In  other  words,  to  continue  the 
example  just  cited,  a  series  of  five  annual  $1.00  payments  generated  by 
each  of  the  906,554  policies  issued  to  insureds  age  35  will  have  a 
present  value  of  less  than  $5.00  because  deaths  and  discounts  will 
produce  reductions  in  the  manner  shown  below: 

Present  Value  of  a  Series  of  $1.00  Payments  Generated 
by  a  Five- Year  Term  Policy  Issued  at  Age  35 


Policy 
Year 


Number  of 
Living 
Policyholders 

Present  Value 
of 

$1.00  Due  at 
Start  of  Year 

Present  Value  of  $1.00 

Payments  Made 
Yearly  by  Surviving 
Policyholders 

906,554 

$1,000 

$  906,554 

902,393 

0.976 

880,726 

898,007 

0.952 

854,903 

893,382 

0.928 

829,058 

888,504 

0.906 

804,985 

Total  Present  Value  of  Series  of  $1.00  Payments.  .$4,276,236 

Since  the  insurer  cannot  break  even  unless  the  five  net  level  pre- 
miums generated  by  the  policies  have  the  same  present  value  as  the 
present  value  of  claims,  the  amount  of  the  net  level  premium  required 
may  be  worked  out  as  follows: 

$21,511,284,  total  present  value  of  claims 

$4,276,236,  total  present  value  of  series  of  $1.00  payments  =  ^:°3'  net  leVe?2fre" 

r  J  mium  required. 

To  change  the  previous  illustration  into  an  endowment  or  a  limited 
pay  life  contract  involves  no  change  in  basic  methods,  and  these  two 
steps  are  therefore  omitted. 


ROLE  OF  POLICY  RESERVES 

When  the  insurance  contract  is  signed,  net  premiums  are  set  at  a 
figure  that  just  serves  to  balance  the  present  value  of  premiums  due 

21  The  same  answer  may  be  reached  by  working  with  per  policy  amounts  and  utilizing 
the  net  single  premium  figure  developed  in  the  previous  example: 

$4,276,236,  total  present  value  of  series  of  $1.00  payments 
906,554,  number  of  policies  issued 

 $23-73,  net  single  premium 

$4.72,  present  value  of  series  of  $1.00  payments  per  policy 


$4.72,  present  value  of  series  of 
$1.00  payments  per  policy. 


.03,  net  level  premium  required. 
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with  the  present  value  of  claims.  Under  these  conditions,  the  insurer 
is  actuarially  solvent:  that  is,  estimated  obligations  do  not  exceed  esti- 
mated income. 

As  time  proceeds,  however,  the  balance  referred  to  above  is  de- 
stroyed: As  successive  premiums  are  paid,  the  value  of  premiums  still 
due  grows  smaller.  On  the  other  hand,  insureds  are  growing  older, 
and  thus  the  sum  required  to  meet  death  claims  increases.  Obviously, 
then,  premiums  due  are  no  longer  adequate  for  financing  claims.  Some 
additional  source  must  be  tapped  for  this  purpose.  This  source  is  the 
insurance  company's  policy  reserve. 

Appearing  on  the  company's  balance  sheet  as  a  liability,  the  policy 
reserve  is  represented  on  the  asset  side  by  cash  and  investments.  These 
assets  are  held  in  trust  to  enable  the  company  to  meet  its  obligation 
to  policyholders.  So  long  as  the  policy  reserve  plus  the  present  value 
of  premiums  due  equals  the  present  value  of  claims,  the  insurance 
company  will  be  actuarially  solvent.22 

Premium  payments  that  exceed  the  cost  of  claims  during  the  early 
policy  years  are  the  source  of  policy  reserves.  Since  both  policy  re- 
serves and  nonforfeiture  values  arise  in  the  same  way,  it  used  to  be 
held  that  the  reserve  was  in  effect  a  fund  in  which  every  policyholder 
was  entitled  to  his  proportionate  share.23  This  concept,  however,  led 
to  many  complications,  and  with  the  passage  of  standard  nonforfei- 
ture legislation  in  1948,  it  was  formally  abandoned.24  Nonforfeiture 
values  are  no  longer  thought  of  as  shares  in  the  reserve  but  as  spe- 
cific dollar  amounts  computed  in  the  manner  set  forth  by  the  insurance 
policy  contract.  While  both  reserves  and  nonforfeiture  values  must  be 
figured  in  conformity  with  legally  established  principles,  the  formulae 
used  in  each  instance  may  differ.20  It  is  significant,  for  example,  that 
the  policy  reserves  and  nonforfeiture  values  may  be  based  on  differing 
interest  assumptions.  "Using  a  lower  interest  rate  for  computing  re- 
serves .  .  .  strengthens  the  reserves  without  affecting  the  nonforfei- 
ture values."26 

Legal  Safeguards.  Since  inadequate  policy  reserves  would  eventu- 
ally bankrupt  the  insurer,  state  insurance  commissioners,  who  regulate 
the  industry,  have  established  formulae  for  computing  minimum  or 
legal  reserve  requirements.  For  example,  in  most  jurisdictions,  and 
for  most  policies,  reserves  may  not  be  less  than  they  would  be  if  the 

22  Magee,  op.  tit.,  pp.  429,  430. 

23  Ibid.,  pp.  441,  467,  468. 

24  Ibid.,  pp.  438,  468,469. 

25  Ibid.,  p.  470. 

26  Ibid.,  p.  475. 
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carrier  assumed  interest  earnings  of  not  more  than  3.5%*  and  mortality 
experience  based  on  the  Commissioners'  1941  Standard  Ordinary  or 
Industrial  Mortality  tables.  These  requirements  force  the  insurer  to 
maintain  a  higher  reserve  than  he  would  appear  to  need  if  he  opti- 
mistically assumed  either  a  higher  rate  of  earnings  or  a  larger  num- 
ber of  premiums  due  based  on  a  lower  death  rate  at  all  ages.27 

In  order  to  make  sure  that  the  legal  reserve  is  not  depleted  by  un- 
favorable actual  experience  (a  higher  than  anticipated  death  rate, 
lower  than  anticipated  earnings,  expenses  in  excess  of  the  amount 
taken  care  of  by  loading),  insurers  are  also  legally  required  to  make 
an  annual  reserve  valuation?* 

The  above  legal  safeguards  do  not,  of  course,  guarantee  the  solvency 
of  the  insurer.  Whether  premiums  plus  reserve  plus  interest  are  ade- 
quate to  cover  claims  as  they  fall  due  depends  entirely  on  actual  ex- 
perience, not  on  the  assumptions  employed.29  Nonetheless,  using  con- 
servative assumptions  enhances  the  insurer's  prospect  for  being  able  to 
meet  its  obligations.  This  being  so,  many  insurers  establish  their  re- 
serves on  the  basis  of  assumptions  more  conservative  than  the  mini- 
mum legal  requirements.30 

Other  Reserves.  In  addition  to  the  policy  reserve,  the  largest  liabil- 
ity on  a  carrier's  balance  sheet,  a  number  of  other  reserves  are  often 
shown  among  the  company's  obligations.  These  include  reserves  rep- 
resenting ( 1 )  policy  proceeds  left  with  the  company,  (2)  claims  re- 
ported but  not  yet  paid  and  estimated  claims  incurred  but  not  yet  re- 
ported, (3)  dividends  declared  but  not  yet  disbursed,  (4)  taxes,  and 
(5)  miscellaneous.31 

All  the  above  reserves  are  designed  to  cover  known  future  pay- 
ments to  others.  Reserves  may  also  be  set  up  to  cover  possible  future 
costs  that  may  or  may  not  be  incurred.  Such  reserves,  however,  are  not 
liabilities,  rather  they  are  segregations  of  surplus,  for  example,  con- 
tingency reserves.32 

INVESTMENTS 

Cash  flowing  into  insurance  companies  for  creating  policy  reserves 
and  for  other  purposes  must  be  invested.  The  amounts  involved  are 


27  Ibid.,  pp.  437-41,  444-46. 

28  Ibid.,  pp.  431-32. 

29  Ibid.,  p.  441. 

30  Ibid.,  p.  443. 

31  Robert  I.  Mehr  and  Robert  W.  Osier,  Modern  Life  Insurance  (rev.  ed.;  New  York- 
The  Macmillan  Co.,  1956) ,  pp.  553-55. 

32  Ibid.,  p.  573. 
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large  and  growing.  For  example,  reserves  alone  increased  from  $38.7 
billion  in  1945  to  $79.7  billion  in  1956.  In  the  latter  year  they  repre- 
sented 83%  of  the  S96.0  billion  total  obligations  and  surplus  for  1,444 
United  States  life  insurance  companies  (Exhibits  3 A  and  3B). 

Keeping  carrier  funds  invested  is  a  formidable  task.  For  example,  in 
1956  the  industry  was  obliged  to  find  outlets  not  only  for  $5.6  billion 
of  new  money  but  also  for  an  additional  S12.6  billion  arising  from 
maturities,  refunding,  prepayments,  and  sales  of  previously  held  invest- 
ments.00 On  the  basis  of  225  working  days  each  year,  this  task  re- 
quired a  daily  placement  of  about  S80  million — or  approximated 
$0.76  per  day  for  each  of  the  106  million  individuals  insured  with 
legal  reserve  life  insurance  companies.04 

Apart  from  their  magnitude,  insurance  funds  are  significant  because 
they  represent  "investment  capital  gathered  largely  from  the  nonin- 
vesting  public  ....  The  life  insurance  industry  has  made  available 
for  economic  development  large  sums  that  would  have  otherwise 
been,  for  the  most  part,  unavailable  for  investments.  Life  insurance 
funds  are  said  to  be  'the  gleanings  of  the  field.'  "3o 

Investment  Objectives.  Since  obligations  to  pay  are  certain,  the  in- 
vestment policies  of  life  companies  emphasize  primarily  "security  of 
yield  and  certainty  of  repayment  of  principal."30  Most  investments, 
therefore,  are  made  in  fixed  income,  secured  obligations.  Since  claims 
and  other  benefit  payments  involve  a  heavy  outflow  of  cash,  liquidity 
is  also  emphasized,  but  only  for  a  limited  portion  of  investments,  be- 
cause most  cash  needs  can  be  met  through  incoming  premium  pay- 
ments.3' 

Investment  policy  is  also  in  part  dictated  by  social  needs  and  income 
opportunities.  For  example,  prior  to  and  through  the  1920's,  insurance 
money  helped  to  build  the  country's  railroad  network;  during  World 
War  II,  investments  flowed  into  government  securities;  currently,  the 
trend  is  upward  for  mortgages  and  industrial  and  miscellaneous  bonds 
which  in  1956  accounted  for  55r(  of  life  insurance  company  assets. 

Still  another  objective  of  investment  policy  is  maximum  yield  com- 
mensurate with  safety,  since  investment  income  enables  the  company 
to  quote  a  more  attractive  premium  rate  by  helping  to  carry  the  costs 
of  insurance. 

33  Ibid.,  p.  83. 

34  Ibid.,  p.  14. 

35  Magee,  op.  cit.,  p.  27. 

36  Ibid.,  p.  745. 

37  Ibid.,  pp.  751-52. 
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Earnings.  In  1956  earnings  on  investments  before  federal  income 
taxes  accounted  for  18.1%  of  life  insurance  company  income,  as  com- 
pared with  80.5%  from  premiums  (Exhibits  4A  and  4B).38  The 
average  yield  on  invested  funds  was  3.63%,  or  3.33%  after  federal  in- 
come taxes.  While  investment  earnings  have  risen  steadily  since  the 
all-time  low  of  2.88%  in  1947,  they  are  still  below  the  levels  attained 
1915-37  (Exhibit  5). 39  As  a  consequence,  the  rate  of  investment  in- 
come has  been  lower  than  expected  when  premium  rates  for  some 
of  the  older  policies  were  set.  These  factors  underlie  industry  resent- 
ment against  increasing  fees,  licenses,  and  taxes,  which  in  1956  ac- 
counted for  "more  than  $4.  on  every  $100  of  premiums  paid  by  policy- 
holders."40 

One  result  of  the  shortage  of  high-yield,  fixed  income,  secured  in- 
vestments was  a  successful  movement  by  some  companies  to  obtain  re- 
vision of  the  New  York  laws  prohibiting  investment  in  common 
stocks.41  Since  1951,  it  has  been  possible  for  companies  doing  business 
in  New  York  to  make  limited  investments  in  qualified  common.42 
However,  this  relaxation  of  the  law  has  not  been  reflected  in  an  up- 
surge of  interest  in  equity  securities.  For  all  carriers  taken  as  a  whole, 
stocks  remained  at  3.3%  of  assets  from  1950  through  1953;  after 
reaching  4.0%  in  1955,  they  slipped  back  to  3.7%  for  1956.43 

Safeguards.  Like  many  other  aspects  of  the  insurance  industry,  in- 
vestment is  regulated  by  state  laws.  These  regulate  such  factors  as 
the  type  of  securities  that  may  be  purchased,  the  amount  of  investment 
in  any  one  issue  or  company,  the  ratio  of  mortgage  loans  to  property 
values,  and  the  procedure  for  effecting  investments.44 

In  addition  to  being  state-controlled,  the  investments  made  by  life 
insurance  companies  are  subject  to  particular  attention  from  each  car- 
rier's board  of  directors.  "It  is  probably  true  that  there  is  no  other  op- 
eration in  the  insurance  business  more  carefully  scrutinized  by  the 
trustees  or  directors  ....  Work  in  many  of  the  other  departments 
may  be  and  is  carried  on  without  the  immediate  and  continued  review 
of  the  directors.  Their  interest  in  investments,  however,  is  constant 
and  close."45 


38  See  source  note,  Exhibit  4B. 

39  ILI,  op.  tit.,  p.  55. 

40  Ibid.,  pp.  51-53. 

41  Magee,  op.  tit.,  pp.  763-65. 

42  ILI,  op.  tit.,  p.  103. 

43  Ibid.,  p.  74. 

44  Magee,  op.  tit.,  pp.  752,  753. 

45  Ibid.,  p.  753. 
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PROBLEMS  OF  GENERAL  MANAGEMENT 
Exhibit  5 

NOTE  ON  THE  BUSINESS  OF  PRIVATE  LIFE  INSURANCE  COMPANIES 
Net  Rate  of  Interest  Earned  on  Invested  Funds, 
United  States  Life  Insurance  Companies 


Rate 


4.77 

1928 

4.80 

1929 

4.81 

1930 

4.72 

1931 

4.66 

1932 

4.83 

1933 

5.02 

1934 

5-12 

1935 

5.18 

1936 

5.17 

1937 

5.11 

1938 

5.09 

1939 

5-05 

1940 

Rate 


5.05 
5.05 
5.05 
4.93 
4.65 
4.25 
3.92 
3.70 
3.71 
3.69 
3.59 
3.54 
3.45 


Year 


Rate  before 
Federal 
Income 
Taxes 


1941. 
1942 
1943 
1944 
1945 
1946 
1947 
1948 
1949 
1950 
1951 
1952 
1953 
1954 
1955 
1956 
1957 
1958 
1959 


3.42 
3.44 
3.33 
3.23 
3.11 
2.93 
2.88 
2.96 
3.06 
3.13 
3.18 
3.28 
3.36 
3.46 
3.51 
3.63 
3.75 
3-85 
3.96 


Note-  The  net  interest  rate  is  the  ratio  of  the  net  investment  income  for  the  year  to  the  mean  invested  assets 
(including  cash)  decreased  by  one  half  the  net  investment  income.  Before  1941  the  rates  were  calculated  after 
deducting  only  such  federal  income  taxes  as  were  deducted  by  the  individual  companies  in  arriving  at  their  net 
investment  income.  Beginning  with  1951,  the  rates  are  on  a  revised  basis  due  to  changes  in  the  annual  statement 
form.  The  effect  of  these  changes  in  1951  was  to  lower  both  rates  by  0.04%. 

Source:  Institute  of  Life  Insurance,  Life  Insurance  Fact  Book,  1960. 


LOADING 

From  investment  earnings  plus  premium  charges,  the  insurer  must 
collect  income  enough  to  cover  not  only  claims  (the  principal  item 
of  company  expense)  but  also  selling  costs  and  other  expenses.  In 
1956  such  costs  averaged  17.2%  of  income  for  the  industry  as  a 
whole.46 

To  cover  expenses  as  estimated,  companies  increase  net  premium 
charges  by  an  amount  known  as  loading.  The  resulting  gross  premium 
is  the  price  quoted  to  the  prospective  policyholder. 

The  largest  single  element  in  loading — equivalent  to  7.8%  of  com- 
pany income  in  195647 — is  sales  commissions  paid  to  agents.  On  an 
ordinary  life  insurance  policy,  commissions  average  50%  of  premium 
charges  during  the  first  policy  year;  renewal  commissions  are  also  paid, 


46  ILI,  op.  cit.,  p.  52. 

47  Ibid.,  p.  52. 
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although  at  a  much  lower  rate,  under  a  wide  variety  of  plans  designed 
to  attract  and  hold  agents.48 

The  fact  that  commissions  and  other  acquisition  costs  (including 
applicants'  medical  examination  and  clerical  expenses  of  issuing  and 
recording  the  policy)  are  highest  in  the  first  policy  year  at  one  time 
posed  a  serious  problem  for  new  or  rapidly  growing  companies  which 
often  were  unable  to  meet  these  out-of-pocket  costs  while  also  estab- 
lishing adequate  reserves  out  of  the  initial  premium  payment.  The  legal 
aspect  of  this  problem  has  been  met  by  allowing  the  insurer  to  treat 
the  whole  first  year  premium  as  payment  designed  to  cover  only  ex- 
pense of  issue  plus  a  year's  term  insurance.  For  high-premium  policies, 
however,  such  as  limited  pay  and  endowments,  a  small  reserve  re- 
quirement is  added.49 

Another  and  continuing  problem  created  for  carriers  by  the  com- 
mission structure  is  a  widespread  feeling  that  insurance  selling  costs 
are  too  high.  As  a  consequence,  three  states  (Massachusetts,  Connecti- 
cut, and  New  York)  have  licensed  savings  banks  to  sell  insurance  on 
a  no-agency  basis.  The  failure  of  these  low-cost  sources  to  do  a  larger 
business  (purchases  under  $76  million  in  195650)  suggests  that  insur- 
ance is  a  commodity  that  is  sold  rather  than  bought.  Apparently  most 
people  reject  the  idea  of  planning  for  the  contingency  of  death.  Thus 
it  has  been  argued  that  "if  life  insurance  is  recognized  as  socially  ad- 
vantageous, then  the  selling  function  of  the  agent  is  unquestionably 
socially  advantageous."51 

Another  cost  problem  of  insurers,  not  confined  to  the  selling  area, 
has  been  the  long-term  upswing  in  expenses — from  13.7%  of  income 
in  1945  to  17.2%  in  1956.52 

Since  company  expenses  have  been  higher  than  expected  when  pre- 
miums on  some  older  policies  were  set,  and  since  investment  income 
has  been  less,  insurers  might  have  faced  a  problem  in  maintaining  ade- 
quate reserves  had  claims  been  incurred  at  the  rate  anticipated  by  mor- 
tality tables.  Such,  however,  was  not  the  case.  Favorable  mortality  ex- 
perience has  resulted  in  gains  more  than  adequate  to  make  up  for  ris- 
ing cost  and  lower  interest  income.53 

48  Magee,  op.  cit.,  pp.  683-85. 

49  Ibid.,  pp.  432-37. 

50  ILI,  op.  cit.,  p.  89. 

51  Magee,  op.  cit.,  p.  677. 
32  ILI,  op.  cit.,  p.  52. 

53  Magee,  op.  cit.,  p.  449. 
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SURPLUS,  DIVIDENDS,  AND  SURPLUS  RESERVES 

"Since  life  insurance  contracts  are  long-range  and  thus  subject  to 
unknown  and  unforeseeable  future  contingencies,  conservative  rate- 
making  demands  the  assumption  of  higher  mortality,  lower  interest 
earnings,  and  more  expenses  of  operation  than  actually  anticipated. 
As  a  result  there  will  be  operational  gains."04  These  gains,  sometimes 
referred  to  as  margins,  are  the  major  sources  of  carrier  dividends  and 
surplus,  including  special  surplus  reserves.55 

Dividends.  The  disposition  of  dividends  depends  on  the  terms  of 
the  policy  and  the  carrier's  organization:  A  participating  policy  pays 
dividends  to  the  policyholders,  and  these  must  be  deducted  from  the 
gross  premium  in  figuring  the  net  cost  of  such  insurance.  Companies 
writing  participating  policies  are  generally  organized  as  mutual  car- 
riers— that  is,  ownership  is  vested  in  the  policyholders.  Companies 
writing  nonparticipating  policies  are  generally  organized  according  to 
the  usual  corporate  pattern — that  is,  stockholders  own  the  company 
and  receive  the  dividend  payments.  Wherever  this  arrangement  is  fol- 
lowed, gross  premium  rates  must  be  closely  and  carefully  figured  to 
make  them  both  adequate  for  company  safety  and  yet  competitive  with 
the  net  cost  of  participating  insurance.56 

While  mutual  companies  can  reimburse  the  policyholder  for  any 
premium  overcharge,  they  face  a  substantial  technical  problem  in  figur- 
ing out  an  equitable  dividend  rate  for  every  type  of  policy  and  every 
class  of  policyholder.  The  guiding  principle  has  been  that  dividend 
distribution  should  reflect  the  contributions  made  by  each  class  to  the 
funds  available  for  dividends.  So  many  variations  are  thereby  intro- 
duced that  a  single  company  "may  have  as  many  as  100,000  different 
rates  of  dividends  per  $1,000  face  amount  of  insurance."57  Additional 
though  minor  complications  are  added  by  the  fact  that  insureds  may 
elect  to  receive  their  dividends  in  a  variety  of  ways  (dividend  op- 
tions). These  include  premium  credits,  deposit  at  interest,  purchase 
of  paid-up  insurance,58  and,  more  recently,  purchase  of  extended  term 
insurance.  By  leaving  dividends  at  interest  with  the  carrier,  an  ordinary 
life  policyholder  can  reduce  his  period  of  premium  payments  and  thus 
mature  his  policy  earlier  than  would  otherwise  be  the  case. 

54  Mehr  and  Osier,  op.  cit.,  p.  573. 

55  Magee,  op.  cit.,  pp.  455-58. 

56  Mehr  and  Osier,  op.  cit.,  p.  574. 

57  Magee,  op.  cit.,  p.  461  (fn.  4) . 

58  Ibid.,  pp.  461-65. 
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Surplus.  In  the  interest  of  conservatism,  only  a  portion  of  the  car- 
rier's annual  gains  or  margins  is  allocated  to  dividends  or  to  the  un- 
assigned  portion  of  surplus  used  for  making  dividend  payments.  The 
remainder  is  placed  in  segregated  surplus  reserves  designed  to  offset 
possible  adverse  fluctuations  in  mortality  and  investments  as  well  as 
other  contingencies.  "The  contingency  reserve  absorbs  the  shock  of 
catastrophes,"  such  as  wars,  epidemics,  and  disasters.59 

The  status  and  handling  of  surplus  reserves  poses  special  problems 
for  mutual  companies:  Although  these  carriers  are  owned  by  the  pol- 
icyholders, insured  persons  withdrawing  from  the  company  are  not 
entitled  to  a  pro-rata  interest  in  the  surplus.60  This  being  so,  it  would 
be  possible  for  a  company  to  build  up  surplus  reserves  far  in  excess 
of  actual  requirements  at  the  expense  of  its  policyholders.  Conseque- 
quently,  in  most  jurisdictions,  a  mutual  company's  surplus  and  sur- 
plus reserves  are  legally  limited  to  a  stated  maximum  percentage  of 
the  statutory  reserve — for  example,  in  New  York  the  legal  limit  is 
10%.61 

TYPES  AND  NUMBERS  OF  LIFE  INSURANCE  CARRIERS 

When  life  insurance  carriers  are  classified  on  the  basis  of  ownership, 
they  fall,  as  previously  noted,  into  two  groups:  stock  and  mutual.  When 
classified  according  to  the  basis  of  control,  they  may  be  stock,  mutual, 
or  mixed — -that  is,  control  may  be  divided  between  stockholders  and 
policyholders.62  The  disposition  of  dividend  payments  provides  a  third 
basis  for  classification:  Participating  companies  are  those  that  pay  divi- 
dends to  policyholders;  nonparticipating  companies  pay  to  stockowners. 
(All  mutual  companies  write  participating  policies,  and  some  stock 
companies  write  them  also. )  Finally,  carriers  may  be  classified,  on  the 
basis  of  reserves,  into  a  legal  reserve  or  old  line  group  and  an  assess- 
ment category.  The  former  are  required  to  maintain  a  legally  deter- 
mined policy  reserve,  while  the  latter  assess  surviving  members  of  a 
risk-sharing  group  for  benefits  paid  on  a  yearly  basis.  Many  such  assess- 
ment companies  have  failed.  Some  states,  including  New  York,  pro- 
hibit this  type  of  business,  and  it  is  an  almost  negligible  factor  in  the 
total  insurance  field.63 

Some  institutions  that  write  life  insurance  are  not  classifiable  as  com- 

59  Ibid.,  pp.  453-54;  and  Mehr  and  Osier,  op.  cit.,  p.  573. 

60  Mehr  and  Osier,  op.  cit.,  p.  571. 

61  Magee,  op.  cit.,  p.  453. 

62  Ibid.,  pp.  648-49. 

63  Ibid.,  pp.  667-68. 
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mercial  carriers  at  all:  for  example,  the  Veterans  Administration 
I  which  writes  servicemen's  policies ) ,  the  Social  Security  Administra- 
tion ( which  handles  federal  old-age  and  survivors'  insurance ) ,  savings 
banks,  and  fraternal  societies.  The  first  two  operate  on  a  legal  reserve 
basis,  while  most  fraternal  societies  now  have  some  reserves  plus  pow- 
ers of  assessment."4 

If  social  securitv  is  excepted,  old  line  companies  are  the  most  im- 
portant factor  in  the  life  insurance  field.  In  1956  thev  had  S432.3 
billion  of  life  insurance  in  force,  in  contrast  to  S43.6  billion  for  the 
VA  and  onlv  SI 3-3  billion  for  other  sources.  Among  the  old  line 
carriers,  a  majoritv  (86rc)  were  organized  as  stock  companies,  but 
mutuals  held  a  large  portion  (63^)  of  the  total  insurance  in  force.'0 

lumbers  and  Size  Characteristics.  The  number  of  legal  reserve 
life  companies  in  the  United  States  has  increased  rapidly  since  World 
War  II.  rising  from  651  at  the  end  of  1950  to  1.144  as  of  mid-1956.66 

Entrv  into  the  life  insurance  business  is  subject  to  regulation  by  the 
states.  In  most  jurisdictions,  a  new  stock  company  must  have  a  mini- 
mum paid-in  capital  and  surplus;  a  new  mutual  must  have  a  minimum 
number  of  applications  for  insurance  totaling  a  prescribed  amount. 
Since  the  former  requirement  is  easier  to  meet,  most  new  ventures 
organize  as  stock  companies,  although  they  may  change  to  mutuals 
later  through  retiring  capital  stock  out  of  earnings  transferred  to  sur- 
plus.13' 

\Yhile  carriers  number  over  1.000.  a  few  large  ones  do  most  of 
the  business.  For  example,  as  of  mid-1956,  only  55  life  companies  had 
more  than  SI  billion  of  insurance  in  force."  Approximately  86%  of 
the  total  industry  assets  were  in  the  hands  of  49  concerns. ^  The  single 
largest  carrier — Metropolitan  Life  Insurance  Company  of  New  York 
— had  vear-end  assets  of  almost  S15  billion  and  S~9.2  billion  of  in- 
surance in  force.'' 

From  the  social  point  of  view,  large  companies  have  been  occasion- 
ally criticized  as  undue  concentrations  of  economic  power.  They  have 
been  defended  on  the  grounds  that  there  appears  to  be  some  need 
for  "nation-wide  coverage  and  service"  which  they  alone  can  fill. 

64  Ibid.,  pp.  665-66. 

65  ELI,  op.  cit..  pp.  13,  48,  88,  89. 

66  Ibid.,  p.  48. 

67  Magee,  op.  cit.,  p.  643. 

68  HI,  op.  cit..  p.  48. 

69  Best's  Life  Insurance  Reports  (1957  ed.) ,  p.  iv. 

70  Annual  report. 
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Furthermore,  allegedly  only  large  companies  have  the  capital  and  in- 
vestment know-how  to  "direct  the  flow  of  resources  ...  to  areas  in 
need  of  funds  .  .  .  from  areas  adequately  supplied  .  .  .  ."  Finally, 
the  group  insurance  needs  of  large  industrial  organizations  can  only 
be  served  by  underwriters  operating  at  dispersed  locations  and  capable 
of  assuming  large  risks.'1 

Small  carriers,  too,  "have  certain  competitive  advantages."  They 
can  cut  expenses  by  operating  in  a  local  area  where  they  not  only  supply 
protection  but  also  supplement  the  investment  service  of  local  lending 
institutions.'2  Small  carriers  are  also  flexible.  Currently  they  are  grow- 
ing at  a  faster  rate  than  large  ones. 

CHOOSING  A  CARRIER 

The  number  and  variety  of  carriers  complicate  the  task  of  choosing 
among  them.  Relative  cost,  relative  safety,  service,  contract  terms,  and 
the  type  of  business  accepted  by  the  carrier  are  all  influential  con- 
siderations. 

Cost.  Valid  comparisons  of  policy  cost  are  difficult,  since  insurance 
companies  deliberately  strive  to  differentiate  their  products.  Com- 
parisons may,  however,  be  made  between  the  out-of-pocket  costs  of 
similar  policies  from  different  companies  for  a  specified  number  of 
years  (Exhibit  6).  It  must  be  understood  that  comparisons  are  only 
valid  if  it  is  assumed  {a)  that  the  insured  will  live  throughout  the 
specified  period,  (b)  that  he  will  surrender  his  policy  and  take  his 
money  out  at  the  end  of  that  time,  (c)  that  the  dividend  predictions 
will  hold  true,  (d)  that  the  carriers  are  on  a  comparable  basis  so  far 
as  dividend  payments  are  concerned  (some  are  on  a  "semi tontine" 
basis,  that  is,  they  pay  a  higher  dividend  in  certain  policy  years  than 
in  others),  and  (e)  that  an  appropriate  allowance  is  made  for  the 
automatic  inclusion  in  some  contracts  of  waiver  of  premium  clauses. 
In  addition,  the  policyholder  should  increase  his  costs  by  the  amount 
of  interest  income  sacrificed  through  putting  his  money  into  pre- 
miums rather  than  into  alternative  investments. 

It  may  be  safely  stated  that  mutuals  as  a  group  tend  to  offer  lower 
net  costs  than  stockholder  companies  over  the  long  run — except,  that 
is,  during  the  early  policy  years  before  dividends  begin  or  while  they 
are  still  low.  Even  this  generalization,  however,  would  not  hold  true 
in  all  cases.  It  is  also  generally  true  that  nonparticipating  policies  have 


n  Magee,  op.  tit.,  pp.  652-54. 
72  Ibid.,  p.  655. 
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a  lower  gross  premium  rate  and  a  lower  annual  cost  during  the  early 
policy  years.  Also,  they  eliminate  uncertainties  arising  from  the  fact 
that  net  costs  cannot  be  foretold  if  tied  to  a  future  dividend  rate.73 

Safety.  Comparisons  of  safety  rest  on  a  variety  of  factors,  some  dim- 
cult  for  outsiders,  especially  laymen,  to  appraise.  A  conservative  basis 
for  determining  reserves  is  one  important  consideration.74  Others  in- 
clude "underwriting  standards  [i.e.,  company  policies  governing  the 
acceptance  of  applicants  for  insurance}  and  the  degree  to  which  they 
are  achieved  in  selection,  quality  of  investments,  and  the  relative 
amount  of  surplus  to  policyholders."75 

In  stock  companies,  the  policyholder  is  protected  by  capital  as  well 
as  surplus.  Mutuals,  which  have  no  capital,  are  to  some  extent  pro- 
tected by  the  extra  leeway  in  their  gross  premium  rates.76 

No  simple  mathematical  calculation  can  serve  as  a  basis  for  rating 
safety.  For  example,  the  ratio  of  reserves  to  insurance  outstanding  is 
obviously  not  a  valid  test,  since  a  low  ratio  might  simply  mean  the 
company  had  underwritten  a  large  proportion  of  new  or  term  insur- 
ance, both  of  which  result  in  relatively  low  additions  to  reserves. 

A  somewhat  better  objective  test  is  the  ratio  of  surplus  to  total 
assets,  but  even  this  figure  must  be  employed  with  discretion.  A  rela- 
tively low  ratio  might  simply  reflect  the  fact  that  the  carrier  had 
computed  the  policy  reserve  on  the  basis  of  such  conservative  assump- 
tions that  premiums  yielded  little  margin  with  which  to  build  up  sur- 
plus. Such  a  carrier  would  not  be  less  safe  than  an  otherwise  similar 
competitor  which  had  chosen  to  show  a  larger  surplus  and  a  minimal 
policy  reserve."  Furthermore,  the  ratio  of  surplus  to  total  assets  should 
be  interpreted  in  relation  to  company  size.  A  small  company  may 
need  a  higher  ratio  than  a  large  one  simply  in  order  to  be  equally 
safe,  because  the  large  concern,  having  a  wider  distribution  of  risk, 
can  expect  its  loss  experience  to  conform  more  closely  to  expecta- 
tions.78 

On  the  whole,  the  safety  record  of  United  States  life  insurance  has 
been  a  good  one.  Even  during  the  depression  decade  1929-38,  com- 
panies suspending  operation  held  only  2  %  of  industry  assets.79  In  more 

73  Ibid.,  p.  657. 

74  Ibid.,  p.  645. 

75  Mehr  and  Osier,  op.  cit.,  pp.  614-15. 

76  Magee,  op.  cit.,  p.  657. 

77  Ibid.,  pp.  645-46. 

78  Ibid.,  p.  645. 

79  Ibid.,  p.  661. 
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recent  years,  failures  have  occurred  mainly  among  companies  incor- 
porated and  doing  business  in  states  with  inadequate  insurance  super- 
vision.80  Some  states  have  stricter  laws  than  others,  and  "admission  of 
a  company  to  do  business  in  the  state  of  New  York  is  still  considered 
to  be  almost  conclusive  proof  of  stability  and  sound  operation."81 

Service.  In  appraising  service,  a  buyer  may  consider  such  factors 
as  promptness  in  paying  claims,  proximity  to  a  local  agent  or  branch 
office,  and  particularly  the  ability  and  willingness  of  the  agent  to  help 
him  plan  and  keep  up  to  date  a  program  of  coverage  tailored  to  his 
needs  and  capacity  to  pay.82 

Policy  Terms.  In  appraising  terms,  a  buyer  may  consider  not  only 
premiums  and  coverages  but  also  settlement  options,  that  is,  the  num- 
ber and  variety  of  ways  in  which  beneficiaries  of  the  insured  may  elect 
to  receive  the  policy  proceeds.  As  many  as  seven  options  may  be  found, 
but  these  are  variations  of  only  two  basic  principles:  lump-sum  pay- 
ments and  income  payments.  The  latter  are  becoming  increasingly 
popular,  and  several  alternative  approaches  may  be  followed:  The  pro- 
ceeds may  be  left  with  the  company  at  interest,  or  distributed  in  an- 
nual installments  of  a  fixed  amount  or  for  a  fixed  number  of  years, 
or  the  proceeds  may  be  used  to  buy  a  life  annuity.83 

Availability.  In  addition  to  the  above  criteria,  purchasers  of  in- 
surance must  consider  whether  or  not  the  type  of  protection  desired 
is  available  from  a  given  company.  Some  of  the  more  special  types  in- 
clude industrial,  business,  accident  and  sickness,  and  group  coverages, 
including  credit  insurance. 

INDUSTRIAL  INSURANCE 

Adapted  to  the  needs  of  low-income  workers  and  their  families, 
industrial  insurance  is  characterized  by  low  face  values  and  weekly 
premiums.  A  policy  may  also  fall  into  this  category  if  premiums  are 
on  a  monthly  basis  provided  face  value  is  not  above  $1,000.  Industrial 
policies  are  generally  sold  without  a  medical  examination.  They  may 
be  a  straight  life,  limited  pay,  endowment,  or  combination  type,  but 
term  insurance  is  not  usually  available.  Industrial  contracts  carry  cash- 
surrender  values  but  not  loan  values.  On  the  other  hand,  they  make 
available  special  disability  benefits  at  no  extra  charge:  for  example, 

80  "Texas  Laws  a  National  Disgrace,"  National  Underwriter  (Life  Edition),  May  8, 
1953,  p.  1. 

81  Mehr  and  Osier,  op.  cit.,  pp.  662-63. 

82  Magee,  op.  cit.,  p.  660. 

83  Ibid.,  pp.  278-82. 
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for  total  loss  of  eyesight,  loss  of  limbs  by  severance,  and  loss  of  life 
by  accidental  means.  The  proceeds  of  industrial  policies  are  generally 
used  to  defray  funeral  expenses,  and  such  insurance  is  often  sold  on 
juveniles  as  well  as  adults.84 

While  the  number  of  industrial  policies  in  force  with  United  States 
companies  was  1 13  million  in  1956,  or  greater  than  for  any  other  type 
expansion  in  this  area  has  not  kept  pace  with  the  over-all  industry 
average  (Exhibit  7).  In  1956,  for  example,  industrial  insurance  in 
force  in  the  United  States  rose  only  1%  from  1955  as  compared  to 
16  /c  for  group  and  10%  for  ordinary.  For  a  number  of  years,  however, 
face  value  per  policy  has  been  rising,  reaching  $360  in  1956.85 

Industrial  insurance  has  a  relatively  high  cost  per  $1,000,  partly 
because  premiums  are  based  on  a  special  industrial  mortality  table  re- 
flecting the  somewhat  higher  death  rates  found  among  purchasers  of 
this  kind  of  policy.  The  main  reason  for  the  higher  premium,  however 
is  the  higher  cost  of  premium  collection,  especially  when  payments 
are  collected  house  to  house  on  a  weekly  basis,  as  is  generally  the  case.86 

LIFE  INSURANCE  FOR  BUSINESS  PURPOSES 

Life  insurance  has  been  used  consistently  for  a  variety  of  business 
purposes:  (1)  it  can  help  to  assure  the  continuation  of  a  business  if 
used  in  conjunction  with  a  purchase  and  sale  agreement  between  part- 
ners or  between  a  sole  proprietor  and  a  key  employee;  (2)  it  can 
help  to  eliminate  problems  arising  on  the  death  of  a  major  stockholder 
in  a  close  corporation;  (3)  it  can  be  used  to  finance  deferred  com- 
pensation plans  for  executives;  and  (4)  it  can  be  used  to  create  a 
financial  cushion  in  the  event  of  the  loss  of  a  key  man  through  death.87 

ACCIDENT  AND  SICKNESS  COVERAGES 

Protection  against  accident  and  sickness  risks  may  be  purchased 
through  a  disability  rider  to  a  life  insurance  policy  or  through  special 
policies  sold  by  some  life  companies  and  other  sources. 

Riders  Disability  riders  are  of  three  types:  (1)  double  indemnity 
for  death  by  accidental  means,  (2)  waiver  of  premium,  and  (3)  dis- 
ability income.  Of  these,  the  first  is  self-explanatory.  The  second  pro- 
videsdiat  in  the  event  the  insured  becomes  "permanently  and  totally 


84  Ibid.,  pp.  530,  533-36,  546. 
85ILI,  op.  cit.,  pp.  10,  11,26. 

86 
87 


Magee,  op.  cit.,  pp.  544,  545. 
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disabled"  before  a  stated  age  (usually  60  or  65),  premiums  will  be 
waived  for  the  duration  of  the  disability,  following  a  waiting  period 
(usually  six  months).  Disability  income  riders  pay  benefits  under  simi- 
lar conditions,  only  in  this  case  the  benefit  takes  the  form  of  a  monthly 
income  (usually  l/2  to  1  per  cent  of  the  face  value  of  the  policy. ) 88  This 
third  type  of  rider  is  not  available  by  itself  but  only  in  conjunction 
with  a  waiver-of -premium  provision. 

Policies.  Special  disability  policies  cover  such  risks  as:  (1)  acci- 
dent, (2)  accident  and  sickness,  (3)  hospitalization  expense,  (4)  med- 
ical expense,  and  (5)  major  medical  or  catastrophe  expenses.  The 
last  is  a  relatively  new  type  of  policy  providing  virtually  blanket  pro- 
tection for  medical  and  hospital  expenses  up  to  a  stated  maximum 
amount,  excluding  the  first  few  hundred  dollars'  outlay  and  perhaps 
a  proportion  of  expenses  above  this  deductible  amount.89  It  has  re- 
cently been  combined  with  other  types  of  coverage  in  a  so-called  com- 
prehensive policy. 

Disability  policies  (known  in  the  trade  as  "A  &  S")  come  in  wide 
variety— some  combining  several  kinds  of  coverage,  and  others  more 
limited  in  scope.  Different  types  have  been  designed  for  special  mar- 
kets: (1)  Commercial  policies,  a  multicoverage  type,  are  generally 
sold  to  insureds  in  business  and  professional  work  presenting  virtually 
no  occupational  hazard.90  (2)  Industrial  policies,  broadly  similar  to 
commercial  in  coverage,  are  designed  for  those  who  wish  to  pay  their 
premiums  on  a  weekly  or  monthly  basis.91  (3)  Noncancelable  ("non- 
can")  policies  grant  insureds  the  right  to  renew  up  to  a  specified  age 
(usually  65),  but  they  are  "more  expensive,  require  higher  under- 
writing standards,  may  have  longer  waiting  periods  for  sickness  bene- 
fits, and  are  usually  more  restrictive  as  to  limit  of  benefits  than  are 
commercial  policies."92  (4)  Limited  policies  restrict  coverage  to  certain 
specified  accidents  or  diseases.93  (5)  Special  risk  policies  cover  unusual 
hazards  where  the  chance  of  loss  is  not  statistically  measurable.94 

Growth  and  Competition.  The  A  &  S  business  has  been  growing 
by  "leaps  and  bounds."95  In  1956  it  accounted  for  $2.9  billion  of  pre- 

88  Mehr  and  Osier,  op.  cit.,  pp.  219-21. 

89  Ibid.,  pp.  211-14. 

90  Ibid.,  pp.  235,  236. 

91  Ibid.,  pp.  216,  236. 

92  Ibid.,  pp.  216-18,236. 

93  Ibid.,  pp.  218,  236. 

94  Ibid.,  pp.  218,  219,  236. 

95  Ibid.,  p.  235. 
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mium  income  for  United  States  life  companies  ($2.7  billion  for  A  &  S 
policies,  and  SO. 2  billion  for  double  indemnity  and  disability  provi- 
sions )  ,96 

The  growing  market  for  A  &  S  is  yearly  attracting  more  life  com- 
panies, and  it  is  also  served  by  others,  including  casualty  and  monoline 
insurance  carriers,  fraternal  societies,  and  nonprofit  co-operatives  such 
as  Blue  Cross  and  Blue  Shield.5'  While  the  latter  dominated  certain 
segments  of  the  market,  insurance  companies  were  the  main  force  in 
the  field,  taken  as  a  whole  (Exhibit  8).  About  80 r7  of  the  business 
done  on  an  insurance  basis  was  handled  bv  life  carriers. 

In  addition  to  A  &  S  coverage  provided  by  private  insurance  or 
co-operative  service  plans,  there  are  a  number  of  state-run  carriers  and 
funds  that  pav  benefits  under  various  programs  of  government  dis- 
ability insurance.  Public  funds,  however,  are  not  always  granted  a 
monopoly  of  the  A  &  S  business  created  by  social  legislation.  For  ex- 
ample, most  states  allow  private  carriers  to  compete  with  public  funds 
for  business  generated  under  Workman's  Compensation  laws.  Of  the 
few  states  that  have  passed  laws  requiring  employers  to  contribute  to 
"nonoccupational  disability  insurance"  for  employees,  only  one  juris- 
diction confines  this  business  to  a  state-run  fund.  In  contrast,  however, 
federal  disability  programs  (set  up  under  amendments  to  the  acts 
creating  the  Railroad  Retirement  Board  and  the  Social  Security  Ad- 
ministration )  assign  no  role  to  private  carriers. 

GROUP  INSURANCE 

Group  insurance  has  a  number  of  characteristic  features:  (1 )  It 
means  group  selection  of  risks  as  contrasted  with  individual  selection, 
and  policies  are  generally  issued  without  any  evidence  of  individual 
insurability.  (2)  It  covers  a  number  of  persons  under  a  single  blanket 
policy.  (3)  It  is  low-cost  protection.  (4)  Its  premiums  are  subject  to 
experience  rating — that  is,  the  actual  loss  experience  of  an  individual 
group  may  figure  heavily  as  a  determinant  of  net  cost/ 

Group  insurance  comprises  not  only  life  insurance  but  a  wide  variety 

96  HI,  op.  cit..  p.  50. 

9rMehr  and  Osier,  op.  cit..  pp.  210,  219,  233. 

9*  Ibid.,  p.  210.  See  also  U.S.  Bureau  of  the  Census,  Statistical  Abstract  of  the  United 
States.  1958,  p.  482. 
99 Ibid.,  p.  233. 

100  Davis  W.  Gregg,  Group  Life  Insurance  ( published  for  The  S.  S.  Huebner  Founda- 
tion for  Life  Insurance  Education,  University  of  Pennsylvania,  by  Richard  D.  Irwin,  I 
Homewood,  111.,  rev.  ed.,  1957),  pp.  2,  3. 
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of  accident  and  health  coverages  as  well  as  group  annuities.3"  The 
principal  purpose  of  most  such  insurance  is  to  provide  low-cost  pro- 
tection for  the  employees— both  work  force  and  management— of  a 
business  enterprise  or  other  institution.102  One  type  of  group  insurance, 
however,  credit  life  insurance,  is  designed  to  protect  creditors  from 
losses  occasioned  by  deaths  among  their  debtors.103 


Exhibit  8 

NOTE  ON  THE  BUSINESS  OF  PRIVATE  LIFE  INSURANCE  COMPANIES 
Benefits  Paid  by  Nongovernmental  Organizations 
in  the  Health  Insurance  Field 
(In  Millions  of  Dollars) 


Type  of  Benefit  and 
Type  of  Insuring  Organization 


Hospital  expense  benefits: 

Insurance  companies  

Blue  Cross-Blue  Shield  plans 
Independent  plans  


Total 


Surgical  and  medical  expense  benefits : 

Insurance  companies  

Blue  Cross-Blue  Shield  plans  

Independent  plans  


Total  

Loss-of-income  benefits : 
Insurance  companies . 


.enefxts  Paid  as  of  December  31- 


1955 

1956 

1957 

1958 

1959 

$  745 

870 

75 

$  900 
1,010 
80 

$1,080 
1,159 
90 

$1,186 
1,303 
100 

$1,319 
1,485 
127 

$1,690 

$1,990 

$2,329 

$2,589 

$2,904 

$  445 
330 
65 

$  465 
405 

85 

$  575 
478 
125 

$  623 
531 
140 

$  683 
604 
146 

$  840 

$  955 

$1,178 

$1,294 

$1,433 

595 

695 

740 

782 

838 

$3,125 

$3,640 

$4,247 

$4,665 

$5,175 

(NeS^jfe^^^S^^;^^  V°lUntary  Heahh  InSUTa™  C™ra*<  "  * 


United  States 


In  the  life  insurance  field,  group  is  the  fastest  growing  segment 
For  example,  in  the  decade  1945-55,  the  percentage  increase  for 
group  life  insurance  in  force  was  three  and  one-half  times  as  great 
as  for  all  kinds  of  ordinary  life  insurance104  and  nearly  ten  times  as 
great  as  for  industrial.105  Since  1911,  when  the  first  group  contract 

101  Ibid.,  p.  2. 

102 Ibid.,  pp.  12-15. 

103  Ibid.,  pp.  6,  101-109. 

10*  Ordinary  life  insurance  means  insurance  issued  in  amounts  of  S  1,000  or  more  with 
premiums  payable  on  a  not  less  than  monthly  basis.  It  includes  but  is  not  limited  to  the 
ordinary  life  policy  described  in  earlier  section. 

105  Ibid.,  p.  11. 
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was  written,  the  amount  of  group  insurance  in  force  has  increased 
yearly  "except  for  slight  setbacks  in  the  economic  recessions  of  1921 
and  1938,  the  three-year  reversal  during  the  severe  depression  of  the 
early  1930's,  and  the  brief  slackening  in  1945  at  the  close  of  World 
War  II."106  At  the  end  of  1956,  group  life  insurance  in  force  in  United 
States  companies  totaled  $123  billion,  issued  under  113,000  master 
policies  covering  39.4  million  individual  certificates.10' 

Mainly  Term  Insurance.  The  low  cost  of  group  insurance  is  partly 
attributable  to  the  fact  that  most  of  it  is  sold  on  a  term  basis.  In 
1955,  for  example,  out  of  Si  13.7  billions  of  group  life  in  force,  over 
90 /c  was  yearly  renewable  term  insurance.108  Regardless  of  its  limita- 
tions when  used  for  individual  protection,  term  has  several  significant 
advantages  when  used  for  groups,  most  of  which  arise  from  the  fact 
that  term  involves  neither  deferred  liability  for  the  carrier  nor  accumu- 
lating equities  for  the  insured,  and  thus  it  eliminates  many  complica- 
tions found  in  level-premium  plans.  Advantages  include  the  following: 
( 1 )  Term  is  simple  and  therefore  economical  to  administer.  ( 2 )  The 
plan  can  easily  be  changed  or  terminated  since  there  are  no  vested 
interests  to  be  disturbed.  (3)  The  carrier  is  able  to  adjust  rates  as 
needed,  without  concern  for  benefits  deferred  far  into  the  future. 
(4)  Taxwise,  so  long  as  no  individual  equities  are  accumulated,  em- 
ployer contributions  to  the  cost  of  the  plan  need  not  be  considered 
as  taxable  income  to  the  employee,  even  though  such  contributions 
are  treated  as  a  normal  business  expense.109 

As  compared  with  individual  term  insurance,  a  group  term  plan 
need  not  suffer  from  the  disadvantage  of  yearly  rising  costs  because 
turnover  among  the  employees  should  keep  the  age  composition  of 
the  group  relatively  constant.110  Another  disadvantage  of  term — the 
fact  that  its  coverage  is  temporary — is  not  so  easily  escaped.  While 
the  employee  may  be  given  a  conversion  privilege,  advantage  is  rarely 
taken  of  this  right,  especially  by  retiring  workers,  few  of  whom  would 
feel  they  could  afford  the  high  premium  payments  involved  in  con- 
verting term  to  permanent  insurance.111  Consequently,  some  employers, 
believing  that  retired  employees  should  not  be  allowed  to  lose  all  their 
protection,  have  undertaken  to  provide  limited  coverage  for  super- 

106  Ibid.,  p.  9. 

107  ILI,  op  cit.,  p.  48  ( excludes  credit  life  insurance  category  of  group  life) . 

108  Gregg,  op.  cit.,  pp.  2,  10  (includes  credit  insurance) . 

109  Ibid.,  pp.  61-64. 
110 Ibid.,  p.  175. 

111  Ibid.,  p.  33. 
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animated  workers  at  company  expense.  Additional  costs  for  this  benefit 
may  be  handled  in  several  ways:  on  a  current  basis,  through  advance 
funding,  through  purchase  of  a  paid-up  policy  for  each  employee  at 
approximately  his  retirement  date,  or  through  using  permanent  in- 
surance for  at  least  a  small  amount  of  group  life  coverage.112 

Group  Permanent.  Permanent  group  life  insurance  is  seldom 
handled  on  the  same  level-premium  basis  as  individual  permanent  in- 
surance since  this  arrangement  means  that  any  part  of  the  premium 
paid  by  the  employer  is  regarded  as  taxable  income  to  the  employee.113 
This  tax  disadvantage  can  be  at  least  in  part  avoided  by  using  the 
so-called  group  paid-up  plan,  which  is  a  combination  of  'accumulat- 
ing units  of  single-premium  whole  life  insurance  and  decreasing  units 
of  group  term  life  insurance."  These  latter  units  may  be  financed  by 
the  employer  under  the  favorable  tax  conditions  characterizing  an  all- 
term  group  life  plan.114  "Although  separate  data  for  group  permanent 
insurance  are  not  readily  available,  there  is  evidence  that  the  growth 
of  group  paid-up  has  been  rapid  in  recent  years."115 

Since  any  type  of  group  permanent  plan  involves  administrative 
complications,  "only  select  employer-employee  groups  with  relatively 
low  labor  turnover  and  strong  central  administration  are  eligible.  Most 
carriers  will  not  consider  multiemployer,  trade  association,  or  labor 
union  groups  for  this  coverage."116 

Eligible  Groups.  The  group  market  is  restricted  both  by  law  and 
by  carrier  underwriting  principles:  Groups  must  be  of  certain  types 
and  sizes,  and  a  specified  minimum  proportion  of  eligible  members 
must  be  brought  under  the  plan. 

As  to  type  of  group,  some  states  still  follow  the  early  practice  of 
allowing  carriers  to  underwrite  only  one  classification,  namely,  the 
employees  of  a  common  employer.  More  than  half  the  states,  however, 
follow  "model  legislation"  developed  in  1946  by  the  National  Associa- 
tion of  Insurance  Commissioners,  and  permit  underwriting  of  "creditor- 
debtor  groups,  labor  union  groups  and  trustee  groups  for  multiple  em- 
ployers or  employers  and  labor  unions."117  Miscellaneous  additional 
groups,  including  public  employees,  are  recognized  in  some  jurisdic- 
tions, while  the  largest  group  of  all  is  composed  of  federal  government 

112  Ibid.,  pp.  36,37. 
llsIbid.,  p.  97,  98. 
xx*lbid.,  pp.  83,  84. 

115  Ibid.,  p.  85. 

116  Ibid.,  pp.  93,  97. 

117  Ibid.,  pp.  21,  22. 
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employees  whose  group  life  coverage  is  provided  by  about  160  private 

118 

carriers. 

As  to  group  size,  most  state  jurisdictions  prescribe  a  minimum  of 
either  10  or  25  lives,  with  10  becoming  increasingly  prevalent.119 
Larger  minimums  may  be  prescribed  in  the  case  of  multiple  employer 
situations.  Carriers,  too,  set  size  standards,  and  many  will  underwrite 
groups  smaller  than  25  only  under  special  contracts  and  rules.  These 
minimum-size  requirements  are  designed  to  reduce  costs  per  covered 
life  as  well  as  to  "reduce  selection  against  the  insurer."  That  is,  the 
requirements  give  the  carrier  "some  protection  against  an  employer 
taking  insurance  primarily  for  the  purpose  of  covering  one  or  more 
impaired  lives."120 

In  spite  of  these  restrictions,  however,  the  number  of  smaller  cases 
is  growing,  as  attested  by  the  changing  ratio  of  master  policies  (one 
for  each  case )  to  certificates  ( one  for  each  covered  individual ) : 


Group  Life  Insurance  in  Force  with  United  States 
Life  Insurance  Companies* 


Year 

No.  of  Master 
Policies 

No.  of 
Certificates 

Amount 

1945  

31,000 

11,507,000 

$  22,501,000,000 

1950  

56,000 

21,944,000 

49,330,000,000 

1955  

92,000 

35,225,000 

105,612,000,000 

1956  

113,000 

39,368,000 

122,991,000,000 

*  Institute  of  Life  Insurance,  Life  Insurance  Fact  Book,  1957,  p.  25. 


If  a  group  is  smaller  than  the  minimum  legal  size,  insurance  may 
be  purchased  not  on  a  group  but  on  a  wholesale  basis.  "Although 
certain  group  practices  are  used,  such  a  plan  represents  nothing  more 
than  a  number  of  individual  contracts  issued  to  members  of  a  group 
on  a  nonmedical  basis."121 

As  to  the  proportion  of  the  group  that  must  be  covered  by  group 
insurance,  requirements  vary,  depending  on  who  pays  for  the  plan.  If 
the  premium  is  paid  entirely  by  the  employer  (noncontributory  plan), 
all  eligible  employees  must  be  covered.  If  the  employees  share  the  cost 
(contributory  plan),  minimum  participation  may  be  as  low  as  75%. 
The  reason  for  requiring  a  smaller  percentage  in  one  instance  than 
the  other  lies  in  the  fact  that  nearly  all  groups  have  some  members 

118  Ibid.,  pp.  Ill,  112. 

119  ILI,  op.  cit.,  p.  6. 

120  Gregg,  op.  cit.,  pp.  24,  25. 

121  Ibid,  p.  2. 
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who  would  not  join  a  plan  voluntarily.  Thus,  were  unanimous  partici- 
pation required,  much  business  would  be  lost  in  the  contributory  seg- 
ment of  the  market,122  a  segment  estimated  to  account  for  about  50% 
of  group  life  business  as  a  whole.123 

Selection  and  Undertvriting  Principles.  In  writing  group  business, 
insurance  companies  follow  certain  practices  designed  to  protect  against 
plan  failure  and  unreasonable  carrier  losses.  Companies  also  try  to  com- 
pensate for  the  lesser  attractiveness  of  some  group  business  by  vary- 
ing the  contract  terms. 

For  example,  a  plan  would  be  regarded  as  inherently  unworkable 
if  employees  paid  all  the  costs,  for  in  this  instance  the  younger  mem- 
bers would  find  that  they  were  helping  to  "carry"  the  oldsters,  and 
would  thus  drop  out  to  seek  lower-cost  insurance  on  some  other  basis. 
A  plan  would  also  be  regarded  as  unworkable  if  the  employer  refused 
to  co-operate  in  paper  work  and  record  keeping  or  in  making  payroll 
deductions  under  a  contribution  plan.124 

A  plan  would  be  regarded  as  conducive  to  unreasonable  company 
losses  if  the  group  seeking  insurance  had  been  formed  for  the  main 
purpose  of  procuring  low-cost  protection.125  Similarly,  a  plan  would  be 
regarded  as  conducive  to  adverse  selection  if  covered  individuals  could 
determine  the  amounts  of  their  insurance,  or  if  certain  employees  were 
covered  for  exceptionally  large  amounts.  To  guard  against  this  risk, 
the  maximum  benefit  payable  on  any  covered  person  is  automatically 
determined  through  being  tied  to  some  objective  factor  such  as  wage 
or  position  classification.  Even  so,  there  is  a  problem  of  limiting  maxi- 
mum benefits  available  to  members  of  the  top-management  group.12" 

Some  groups,  while  insurable,  can  obtain  protection  from  a  carrier 
only  under  special  terms.  For  example,  if  a  group  is  in  a  hazardous 
occupation,  it  pays  a  higher  than  normal  rate.  If  turnover  is  high  or 
employment  seasonal,  coverage  may  be  limited  to  employees  who  have 
served  an  extra-long  probationary  period  or  to  those  whose  normal 
work  year  comprises  a  specified  number  of  months.  (These  restrictions 
are  designed  to  cut  administrative  costs  and  also  to  reduce  the  number 
of  impaired  lives  becoming  eligible  for  permanent  insurance  through 
exercise  of  their  conversion  right.)  If  a  group  is  scattered  through  a 
number  of  decentralized  plants,  insurance  may  be  written  only  if  fi- 

122  Ibid.,  pp.  26,  27. 

123  Gregg,  op.  cit.,  p.  60. 

124  Ibid.,  pp.  146,  147. 

125  Ibid.,  p.  144. 

126  Ibid.,  pp.  44-46,  145,  150,  151. 
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nancing  is  on  a  noncontributory  basis.  (This  restriction  eliminates  the 
problem  of  keeping  participation  in  the  plan  up  to  the  specified  mini- 
mum percentage.) 

If  a  group  is  small,  many  extra  requirements  may  be  imposed:  for 
example,  a  high  employer  contribution  and  a  higher  than  usual  per- 
centage of  participation  in  contributory  plans,  evidence  of  individual 
insurability  at  least  for  persons  in  the  maximum-benefit  class,  and  the 
limiting  of  maximum  benefits  for  any  class  to  two  and  one-half  times 
the  average  benefit  purchased  for  the  class  as  a  whole.127  In  addition, 
small  groups  pay  a  higher  premium  per  covered  life,  because  mini- 
mum premium  legislation  in  the  influential  state  of  New  York  re- 
quires that  net  annual  premiums  be  increased  by  10%  plus  $1.80  per 
$1,000  on  the  first  $75,000  of  insurance  in  the  group.  This  constant 
has  the  effect  "of  giving  automatically  a  discount  for  size  as  the  for- 
mula is  applied  to  larger  and  larger  cases."128  Small  groups,  further- 
more, get  little  or  nothing  back  from  the  carrier  in  the  way  of  dividends 
or  experience  rating  refunds,  whereas  such  returns  may  run  as  high 
as  40%  for  the  best  and  largest  groups.129 

Costs.  The  low  cost  of  group  insurance — one  of  its  important  dis- 
tinguishing features — is  traceable  mainly  to  its  lower  pattern  of  ex- 
penses for  both  selling  and  administration.  For  example,  a  typical  first- 
year  commission  rate  on  a  group  contract  would  not  exceed  20%  as 
compared  with  the  50%  customary  on  ordinary  business.  Furthermore, 
both  first-year  and  renewal  commissions  are  graduated  downward  as 
the  size  of  the  premium  increases.  On  a  premium  as  high  as  $20,- 
000,  for  instance,  a  typical  first-year  commission  would  average  out 
to  15%.13°  One  explanation  for  the  difference  between  group  and  ordi- 
nary rates  lies  in  the  fact  that  while  agents  and  brokers  generate  group 
business,  the  technical  work  of  designing  and  installing  a  workable 
plan  is  usually  handled  by  salaried  carrier  representatives.131  In  order 
to  cut  prices  and  add  to  their  business,  some  carriers  will  even  write 
group  insurance  direct,  eliminating  agents'  commissions  entirely,  par- 
ticularly on  the  larger  cases.132 

Administrative,  as  well  as  selling,  costs  are  lower  for  group  than 
ordinary — savings  arising  out  of  such  factors  as  the  absence  of  medical 

127  Ibid.,  pp.  149-53. 

128  Ibid.,  p.  176. 
™lbid.,  p.  167. 

130 Ibid.,  pp.  125,  126. 

131  Ibid.,  pp.  122-24. 

132  Mehr  and  Osier,  op.  cit.,  p.  284. 
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examiners'  fees  and  individual  inspection  reports,  the  absence  of  cash 
and  loan  values  and  of  records  or  transactions  involving  these  values, 
plus  the  ease  and  simplicity  of  premium  collection.  In  addition,  "many 
of  the  larger  group  risks  are  on  a  'self-administration'  basis  where  the 
policyholder  performs  practically  all  of  the  administrative  functions 
with  a  consequent  saving  in  expense  to  the  insurance  company."  Even 
though  the  policyholder  pays  a  lower  net  premium  in  these  cases,  the 
insurance  company  may  still  obtain  a  favorable  ratio  of  expense  to 


net  income.133 


The  magnitude  of  these  cost  differentials  is  suggested  by  an  expense 
comparison  of  group  and  ordinary  insurance  for  seven  large  companies 
for  1953-55,  which  revealed  that  expenses  on  group  business  averaged 
only  7.8%  as  opposed  to  19.8%  on  ordinary.  (This  comparison  included 
commissions,  taxes,  and  other  insurance  expenses,  but  excluded  costs 
of  investment  operations.)134 

Dividends  and  Experience  Refunds.  The  low  costs  of  group  in- 
surance show  up  to  some  extent  in  low  gross  premiums,  and  still  more 
in  the  dividends  and  experience  rating  refunds  paid  by  the  carrier  to 

policyholders.  Both  dividends  and  refunds  arise  in  the  same  way  

out  of  savings  realized  when  actual  claims  and  company  expenses  fall 
below  the  estimated  figures  on  which  the  gross  premium  is  based. 
Dividends  are  paid  by  participating  companies  and  refunds  by  stock- 
holder-owned insurance  companies.  (If  the  latter  followed  the  same 
practice  for  their  group  as  for  their  individual  policies,  they  would,  of 
course,  pass  on  cost  savings  to  policyholders  by  cutting  gross  premiums 
instead  of  through  refunds,  but  this  alternative  is  closed  to  them  in 
most  cases  because  minimum  group  premiums  are  legally  established 
for  all  insurance  companies  doing  business  in  New  York  by  New  York 
State  law.)130 

While  participation  by  the  policyholder  in  carrier  earnings  is  found 
in  individual  as  well  as  group  insurance,  group  participation  has  one 
highly  distinctive  feature:  Returns  made  on  group  business  in  part 
reflect  the  group's  individual  experience.  The  amount  of  such  returns 
is  related  to  various  factors,  including  the  numbers  of  lives  covered 
by  the  master  policy,  the  amount  of  insurance,  the  duration  of  the 
case,  the  risk  experience,  and  even  the  individual  expense  rate.136 

The  general  principle  of  relating  returns  to  individual  group  ex- 

133  Gregg,  op.  cit..  p.  171. 

134  Ibid.,  p.  169. 

135  Ibid.,  pp.  186,  187. 

136  Ibid.,  pp.  166,  191. 
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perience  must,  however,  be  hedged  with  certain  qualifications: 
( 1 )  Small  groups  cannot  be  given  refunds  based  on  their  individual 
records  since  little  credibility  can  be  attached  to  their  accumulated 
mortality  experience.  While  carriers  differ  both  in  theory  and  practice 
on  how  much  credibility  to  attach  to  the  experience  of  groups  of  dif- 
ferent sizes,  all  agree  that  a  greater  degree  of  recognition  should  be 
given  to  the  experience  of  large  groups  than  small  ones.  Only  if  a 
group  contains  5,000  lives  or  more  can  it  be  regarded  as  substantially 
"on  its  own"  so  far  as  mortality  experience  is  concerned.137  (2)  Cata- 
strophic losses  suffered  by  a  single  group  become  a  charge  on  surplus 
or  surplus  reserves.  In  other  words,  no  effort  is  made  to  recoup  such 
losses  merely  by  withholding  refunds  and  making  long-term  upward 
premium  adjustments  on  the  particular  group  concerned.  The  practical 
reason  for  such  a  course  is  obvious:  under  any  other  circumstances, 
the  affected  group  would  simply  transfer  its  business  to  another  carrier 
after  suffering  a  year  of  exceptionally  heavy  losses.138 

Income,  Surplus,  and  Reserves.  Competition  to  secure  and  retain 
group  business  has  sometimes  led  to  carrier  losses  on  group  operations, 
notably  in  the  1920's  and  early  1930's,  when  carriers  were  frequently 
overoptimistic  in  attaching  too  much  credibility  to  favorable  individual 
experience.139  Even  today,  some  of  the  large  "prestige"  cases  are  sus- 
pected of  bringing  in  very  little  margin  to  the  insurer.141'  The  funda- 
mental purpose  of  carriers,  however,  is  to  have  group  income  "adequate 
to  provide  for  all  group  life  claims  plus  any  required  reserve  and  con- 
tingency funds."141 

Because  group  insurance  is  largely  term  insurance,  reserves  are  less 
important  quantitatively  than  they  are  in  level-premium  plans.  Never- 
theless, group  business  cannot  be  conducted  without  reserves  to  cover 
liabilities  of  the  company — for  example,  claim  and  unearned  premiums 
reserves  as  well  as  the  contingency  reserves  (actually  segregations  of 
surplus)  required  to  meet  catastrophic  hazards  and  excess  mortality 
fluctuations.142  That  contingency  reserves  should  ultimately  be  built  up 
to  equal  50%  of  one  year's  net  aggregate  premiums  is  a  principle  for- 
mally accepted  in  1934  by  companies  doing  business  in  New  York. 

137  Ibid.,  pp.  189,  190,  193. 

138  Ibid.,  p.  190. 
139 Ibid.,  p.  195. 

140  Mehr  and  Olser,  op.  cit..  p.  288. 

141  Gregg,  op.  cit.,  p.  189. 

142  Ibid.,  p.  199. 
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"However,  with  the  rapid  growth  of  group  life  insurance,  it  is  doubtful 
that  any  insurers  have  approached  this  objective."143 

Group  Carriers.  Of  the  1,144  legal  reserve  United  States  life  in- 
surance companies,  about  300  were  writing  group  life  insurance  busi- 
ness at  the  end  of  1956.144  The  number  has  grown  steadily  since  1911 
when  the  first  company  entered  the  field. 

Although  there  are  many  group  carriers,  a  large  proportion  of  the 
business  is  concentrated  in  the  ten  largest  companies,  seven  of  which 
are  especially  dominant.  In  1954,  for  example,  82%  of  all  group  life 
insurance  in  force  was  provided  by  seven  large  companies  that  pio- 
neered the  field.140  The  trend,  however,  was  in  the  direction  of  de- 
creased rather  than  increased  concentration.  "For  example,  the  seven 
largest  companies  wrote  97%  of  all  group  life  insurance  in  force  in 
1920;  in  1925  their  proportion  was  95%,  in  1935  it  was  90%,  and  by 
1955  it  was  82.5 %>.  This  82.5%  of  insurance  in  force  was  written  un- 
der about  50%  of  the  master  policies  in  force,  indicating,  of  course, 
that  these  companies  control  a  large  proportion  of  the  big  risks."146 

REGULATION 

Almost  every  phase  of  life  company  business  is  subject  to  govern- 
mental regulation,  the  objects  of  which  are  to  "assure  the  public  pro- 
tection from  irresponsible  and  insolvent  companies,  maintain  those 
already  licensed  in  a  healthy  financial  condition,  and  preclude  the  possi- 
bility of  dishonesty  in  administration."147  Carriers  are  subject  to  state 
laws,  to  administrative  regulation  and  supervision  by  state  insurance 
commissioners,  to  legal  rulings  by  the  courts,  and — on  a  voluntary 
basis — to  self-regulation  and  observance  of  practices  and  codes  designed 
by  the  industry's  numerous  associations.148 

Regulated  aspects  of  individual  life  insurance  fall  into  four  major 
categories:  (1)  formation  of  new  companies,  (2)  assuring  financial 
solvency,  (3)  policy  forms,  and  (4)  field  practices  of  agents  and 
brokers.149 


143  Ibid.,  p.  200. 

144  Best's  Life  Insurance  Reports,  1937-1958,  p.  xiv. 

145  Aetna  Life,  Connecticut  General,  Equitable  Society  of  New  York,  Metropolitan  Life, 
Prudential,  Travelers,  and  John  Hancock  Mutual  Life  Insurance  Company. 

146  Gregg,  op.  cit.,  p.  119. 

147  Magee,  op.  cit.,  pp.  735,  736. 

148  Mehr  and  Osier,  op.  cit.,  pp.  684-88. 

149  Ibid.,  p.  668. 
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Company  Formation.  New  companies  must  conform  to  state  re- 
quirements pertaining  to  the  corporate  charter  and  minimum  initial 
financing.  Requirements  imposed  by  any  state  may  differ  as  between 
domestic  and  foreign  corporations,  and  some  states  impose  less  strin- 
gent requirements  on  companies  domiciled  within  their  own  borders. 
This  practice  is  not  regarded  by  the  courts  as  being  "in  restraint  of 
trade."100 

Financial  Solvency.  Companies  must  observe  state  laws  on  the 
computation  of  minimum  reserve  requirements,  on  the  type  of  securi- 
ties that  may  be  purchased,  on  the  proportion  of  funds  that  may  be 
invested  in  any  given  type  of  asset,  and  on  methods  to  be  followed  in 
evaluating  securities  held.  In  addition,  two  states  including  New  York 
limit  the  amount  that  life  insurance  companies  may  spend  on  ex- 
penses.101 Since  New  York  laws  have  an  "extraterritorial  effect"  owing 
to  the  fact  that  companies  licensed  to  do  business  in  the  state  must 
"substantially  comply"  with  the  New  York  code  on  their  entire  busi- 
ness, these  expense  limitations  are  far  reaching  in  their  effect,  es- 
pecially on  the  larger  carriers.  In  this  connection  it  is  interesting  to 
note  that  although  only  some  I0rc  of  all  life  companies  are  licensed 
to  do  business  in  New  York,  these  companies  control  about  85%  of 
all  life  insurance  company  assets.102 

Policy  Forms.  In  almost  all  states,  companies  must  file  their  policy 
forms  with  the  state  insurance  commissioner,  who  has  a  widely  dis- 
cretionary power  to  disapprove  any  form  if  it  contains  provisions  that 
are  "unjust,  unfair,  inequitable,  misleading,  deceptive"  or  likely  to 
"encourage  misrepresentation."  In  addition,  policy  forms  must  contain 
a  number  of  "standard  provisions"  which  have  the  effect  of  making 
policies  easier  for  the  buyer  to  compare  and  thus  evaluate.  In  the  A  &  S 
field,  not  only  policies  but  rates  must  be  filed  in  most  of  the  states, 
and  in  some  states  the  insurance  commissioner  has  powers  of  approval 
over  A  &  S  rates.103 

Field  Practices.  Agents  and  brokers  must  obtain  a  license  from 
the  state,  and  licenses  may  be  refused  or  revoked  for  such  causes  as 
rebating,  misrepresentation,  and  Hoisting.  While  difficult  to  define 
precisely,  "twisting"  refers  in  general  to  "misrepresentation  in  order 
to  induce  a  policyholder  to  drop  a  contract  he  already  has  and  to  re- 
place it  with  a  new  one."  Such  a  practice  would  increase  acquisition 

150  Ibid.,  pp.  688-90. 
153  Ibid.,  pp.  690-93. 

152  Ibid.,  pp.  662,663,692. 

153  Ibid.,  pp.  692-94. 
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costs  to  the  carrier  while  enriching  the  agent,  who  would  thus  receive 
more  of  the  high  first-year  commissions.  Also  implicit  in  the  concept  of 
twisting  is  injury  to  the  policyholder. 

Legislation  as  among  the  different  states  is  more  uniform  in  de- 
fining the  unfair  practices  of  agents  than  in  establishing  the  qualifica- 
tions that  a  licensed  agent  must  meet.154 

State  versus  Federal  Regulation.  Since  insurance  regulations  are 
formulated  by  48  states,  carriers  find  themselves  obliged  to  conform 
to  quite  different  laws  in  different  jurisdictions.  Once  regarded  by 
many  in  the  industry  as  far  more  onerous  than  the  alternative  of  uni- 
form federal  regulation,  state  control  is  currently  accepted  largely  as 
a  consequence  of  a  long-term  trend  toward  increasingly  uniform  state 
laws.  This  trend  has  stemmed  from  a  variety  of  causes,  including  the 
influence  of  one  state  on  another,  especially  the  influence  of  New  York, 
which  has  been  in  the  vanguard  of  insurance  control  ever  since  the 
famed  Armstrong  investigation  of  carrier  malpractices  in  1906.  An- 
other most  important  unifying  factor  has  been  the  legislative  influence 
of  voluntary  associations,  especially  the  National  Association  of  Insur- 
ance Commissioners,  which  held  its  first  meeting  in  1870.155  State 
legislatures  tend  to  follow  the  lead  of  this  body  as  well  as  of  their 
own  insurance  departments,  which  are,  in  turn,  responsive  to  argu- 
ments advanced  at  hearings  open  to  the  carriers  in  addition  to  other 
interested  parties.  Owing  to  these  factors  among  others,  uniformity 
has  been  increasingly  achieved  even  though  authority  remains  dis- 
persed.156 

While  no  longer  distasteful  to  important  industry  segments,  the 
dominant  position  of  the  states  in  insurance  is  legally  less  secure  than 
it  was  before  a  1944  Supreme  Court  decision  recognizing  insurance 
as  interstate  commerce  and  thus  regulable  at  the  federal  level.  This 
verdict,  handed  down  in  the  South-Eastern  Underwriters  Association 
or  SEUA  case,  was  construed  by  many  as  precedent-shattering,  and  it 
upset  thinking  based  on  a  long  line  of  decisions  stretching  back  to 
1869  when  the  Court  held  in  Paul  v.  Virginia  that  "issuing  a  policy 
of  insurance  is  not  a  transaction  of  commerce"  and  thus  not  subject 
to   federal  control. 

In  spite  of  the  SEUA  decision,  insurance  regulation  has  remained 
with  the  states,  Congress  having  chosen  not  to  exercise  its  power.  As 


154  Ibid.,  pp.  694-97. 

155  Ibid.,  pp.  662,682,683. 

156  Ibid.,  pp.  685,  687;  and  Magee,  op.  cit.,  p.  734. 
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declared  in  the  McCarran  Act  (Public  Law  15,  1945),  passed  as  a 
result  of  the  SEUA  decision,  Congress  determined  that  the  regulation 
and  taxation  of  insurance  by  the  states  was  "in  the  public  interest" 
and  that  silence  on  the  part  of  Congress  should  not  be  construed  as 
a  barrier  to  such  state  action.157  In  1958  the  efficacy  of  the  McCarran 
Act  was  under  investigation  by  the  Senate  judiciary  antitrust  and  mo- 
nopoly subcommittee  under  the  chairmanship  of  Senator  O'Mahoney. 

Many  observers  believe  that  the  business  will  see  an  "inching  for- 
ward" of  federal  power,  even  if  passage  of  a  full-scale  federal  code  is 
unlikely.158  Presumably  the  future  actions  of  Congress  will  depend  on 
how  successfully  the  states  "fulfill  the  regulatory  obligations  which 
have  been  or  may  be  delegated  to  them." 

157  Mehr  and  Osier,  op.  cit.,  p.  630. 

158  Ibid.,  p.  633. 

159  Magee,  op.  cit.,  p.  728. 
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In  March,  1954,  faculty  members  of  the  business  policy  course  at 
the  Harvard  Business  School  became  interested  in  collecting  a  series 
of  cases  on  the  Pilgrim  Life  Insurance  Company.  Hereafter,  for  edi- 
torial simplicity,  members  of  the  policy  staff  are  given  the  name  "John 
Scott."  Whenever  one  or  more  members  of  the  staff  were  present 
or  speaking,  the  name  John  Scott  will  be  used. 

On  April  8,  John  Scott  visited  Mr.  Thomas  Gray,  president,  and 
several  other  officers.  He  asked  Mr.  Gray  to  give  some  general  back- 
ground on  the  insurance  industry.  (Exhibits  1  and  2  give  general  data 
on  the  growth  of  Pilgrim  Life  Insurance  Company,  Exhibit  3  shows 
the  population  and  economic  growth  of  the  United  States  since  1849. 
Exhibits  4-7  give  additional  information  about  the  Pilgrim  Life  Insur- 
ance Company.) 

Exhibit  1 

PILGRIM  LIFE  INSURANCE  COMPANY  (A) 
Pilgrim  Life  Insurance  in  Force  and  Total  Assets  from  1845-1955 


8 


'  Ins ur  a'nce"|i^i||;:  • 

Source:  Company  records. 


All  names  have  been  disguised. 
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Exhibit  2 

PILGRIM  LIFE  INSURANCE  COMPANY  (A) 
Pilgrim  Life  Total  Dollar  Sales  and  Number  of  Policies  Sold,  1900-1953 
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Exhibit  3 

PILGRIM  LIFE  INSURANCE  COMPANY  (A) 
Total  United  States  Population  and  National  Income,  1845-1954 
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"On  the  basis  of  total  assets,"  Mr.  Gray  said,  "Pilgrim  Life  is  one 
of  the  largest  corporations  in  the  world.  We  have  S4.4  billion  assets, 
$4.1  billion  liabilities,  S0.3  billion  surplus,  and  $9.6  billion  of  insur- 
ance in  force  [see  Exhibits  1  and  4].  From  our  head  office  we  oper- 
ate through  132  branch  offices  throughout  the  United  States.  Our  or- 
ganization includes  10,000  employees  and  agents. 

"Our  business  is  quite  complex.  Funds  flow  in  from  premium  collec- 
tions and  investment  earnings.  Outgo  is  for  operating  expenses  and 
benefit  payments.  A  large  part  of  the  balance  accumulates  in  statutory 
reserves  against  the  time  when  liabilities  under  the  policies  arise.  Be- 
cause we  are  a  mutual  company  owned  by  our  policyholders,  any  net 
gains  after  appropriations  to  special  reserves  are  returned  to  policy- 
holders in  dividends.  Our  company  has  many  specialists  who  are  highly 
skilled  in  the  following  fields:  administration,  agency  (sales)  opera- 
tions, investment  management,  legal  affairs,  actuarial  science,  under- 
writing, medicine,  and  accounting  and  auditing.  These  specialists  are 
supported  by  a  large  staff  of  clerical  workers  who  perform  the  routine 
functions. 

"There  are  about  800  insurance  companies  in  the  United  States," 
continued  Mr.  Gray.  "Fifteen  of  these  have  assets  of  over  SI  billion 
and  forty-odd  have  SI  billion  or  more  of  life  insurance  in  force. 

"Pilgrim  Life  is  one  of  the  oldest  life  insurance  companies.  For  many 
years  our  gross  premium2  rates  were  above  the  median  for  the  industry. 
A  comparative  analysis  of  position  shows  that  we  are  in  a  very  strong 
financial  condition.  However,  after  a  long  and  successful  history  the 
company's  share  of  the  total  market  had  declined. 

"From  1900  to  1948  our  rank  in  total  life  insurance  in  force  fell 
from  third  to  seventh.  In  1948  Mr.  Peter  Marsden,  a  new  president,3 
began  asking  questions.  'How  do  we  stand  in  relation  to  competition? 
the  community?  the  country?  Is  it  necessary  to  modify  our  present 
management  policies  and  methods  of  operation  to  meet  changing  con- 
ditions?' This  questioning  attitude  not  only  seeped  down  through  all 
levels  of  the  company  but  helped  us  in  our  re-evaluation  of  basic  poli- 

2  The  gross  premium,  or  the  initial  cash  outlay  by  the  policyholder,  is  derived  from 
three  principal  factors :  ( 1 )  an  assumed  rate  of  mortality;  ( 2 )  an  assumed  rate  of  inter- 
est; and  ( 3  )  provision  for  expense  and  contingencies.  These  three  factors  are  usually  cal- 
culated on  the  basis  of  conservative  assumptions  so  that  the  gross  premium  together  with 
interest  earnings  is  more  than  sufficient  to  cover  policy  claims,  pay  expenses,  and  provide 
for  contingencies.  In  a  mutual  company  this  excess  is  returnable  to  policyholders  in  the 
form  of  dividends. 

3  In  1953  Mr.  Marsden  became  chairman  of  the  board  of  directors  and  Mr.  Gray  be- 
came president.  Having  reached  retirement  age,  Mr.  Lane,  the  previous  chairman  of  the 
board,  retired. 
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Exhibit  6 

PILGRIM  LIFE  INSURANCE  COMPANY  (A) 
Organization  Chart 
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Source:  Company  records. 


cies.  As  a  result,  changes  have  been  made,  and  more  are  in  prospect. 
The  specific  policy  problems  that  could  be  written  up  as  cases  are,  I 
believe,  numerous.  I  think  you'll  find  case  material  here,  and  you're 
welcome  to  dig  in  and  see." 

COMPANY  HISTORY 

The  Pilgrim  Insurance  company  was  founded  in  1837  by  a  small 
group  of  businessmen  who  subscribed  the  original  capital  of  $64,000. 
Shortly  thereafter,  the  charter  was  amended  to  permit  the  company  to 
conduct  a  mutual  life  insurance  business  for  the  benefit  of  policyholders. 
By  1850  the  company  had  $284,000  in  assets,  $6.3  million  of  insur- 
ance in  force,  and  had  paid  $500,000  in  benefits  to  policyholders  and 
beneficiaries. 

The  company  handled  the  many  difficult  problems  of  doing  business 
during  the  Civil  War  in  such  a  way  that  its  reputation  was  enhanced 
both  north  and  south  of  the  Mason-Dixon  Line.  In  1868,  with  insurance 
in  force  of  $40  million  and  assets  of  $4.4  million,  the  company  pos- 
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sessed  12%  of  the  insurance  in  force  held  by  eastern  companies  and 
8%  of  their  assets,  and  stood  as  one  of  the  strongest  life  insurance  com- 
panies in  the  nation.  Total  new  insurance  issued  by  all  United  States 
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companies  rose  from  $170  million  in  1879  to  $785  million  in  1889, 
and  Pilgrim's  growth  exceeded  the  industry  pace.  By  1897  the  com- 
pany had  42  branches  throughout  the  United  States. 

By  the  turn  of  the  century,  Pilgrim  management  had  guided  the  com- 
pany through  a  63-year  period  of  wars,  disease,  epidemics,  financial 
crises,  and  changing  social  conditions.  Except  for  the  periods  of  1905- 
10  and  1931-36  when  industry  growth  was  slowed  because  of  the 
Armstrong  investigation4  and  the  depression,  respectively,  Pilgrim's 
growth  continued.  In  peacetime  and  in  six  wars  since  1837  Pilgrim 
investment  funds  of  over  $55  billion  had  helped  finance  both  govern- 
ment and  business  needs. 

INDUSTRY  HISTORY 

"To  understand  the  broad  policy  problems  of  our  company,"  Mr. 
Gray  told  Scott,  "I  suggest  that  you  become  acquainted  with  the  more 


4  See  page  579. 
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Company  Organization  . 
Certain  powers  of  the  board  were  delegated  to  standing  committees  of  five  or 
more  directors  nominated  by  the  chairman  after  consultation  with  others  and 
approved  by  the  board  of  directors.  The  names  of  the  committees  and  the  ap- 
proved statement  of  functions  were: 

1.  Executive  Committee.  Exercised  the  powers  of  the  board  when  it  was  not 
in  session. 

2.  Finance  Committee.  Reviewed  all  financial  affairs,  including  purchase  and 
sale  of  securities;  management  of  company  assets;  regulation  of  custody 
and  safekeeping  of  assets.  All  transactions  involving  real  estate,  stocks, 
bonds,  securities,  and  loans  had  to  be  approved  by  the  finance  committee 
to  the  extent  required  by  law. 

3.  Auditing  Committee.  Supervised  audits  of  the  financial  affairs  and  opera- 
tions of  the  company. 

4.  Nominating  Committee.  Nominated  candidates  to  fill  vacancies  on  the 
board  and  all  officers  for  consideration  and  election  by  the  board. 

The  elected  officers  were  responsible  for  the  operating  control  of  the  com- 
pany, subject  to  provisions  of  the  company's  bylaws.  Their  salaries,  ages,  and 
experience  are  shown  in  Exhibit  7. 

The  main  areas  of  management,  the  subordinate  departments,  and  the  de- 
scription of  each  were  recorded  in  the  company's  rules  and  regulations  as  fol- 
lows: 

Actuarial,  Underwriting,  and  Insurance  Affairs 

1.  Actuarial  Department.  Determined  premium  rates,  reserves,  and  divi- 
dends. Recommended  the  bases  of  mortality,  interest,  and  lending,  upon 
which  the  premiums  were  charged. 

2.  Insurance  Research  Department.  Conducted  actuarial  research  regarding 
mortality  rates,  premium  rates,  etc. 

3.  Life  Underwriter's  Department.  Made  nonmedical  selection  of  risks,  i.e., 
hazardous  occupations. 

4.  Medical  Department.  Engaged  in  medical  underwriting  (selection  of 
individual  risks)  of  ordinary  insurance,  personal  accident  and  sickness 
insurance,  and  annuity  risks. 

5.  Policy  Settlements  and  Service.  Made  payments  to  beneficiaries,  arranged 
for  loans,  etc. 

Agency  Affairs  and  Branch  Offices 

Responsible  for  selecting,  training,  supervising,  compensating,  and  termi- 
nating employment  of  salaried  field  personnel  (working  through  the  field  offi- 
cers ) ;  and  participated  in  development  of  the  company's  product  line  and  es- 
tablishment of  sales  outlets. 

Group  Insurance 

Carried  on  all  underwriting,  administrative,  sales,  and  other  activities  of  the 
company's  group  insurance  business. 
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Investments 

1.  Investment  Department.  Responsible  for  the  company's  investment 
operation  including  the  selection,  purchase,  sale,  and  review  of  all  se- 
curities and  the  acquisition  of  equity  investments  in  business  properties. 

2.  Treasury  Department.  Responsible  for  the  fiscal  activities  of  the  com- 
pany, the  general  supervision  of  all  banking  relations,  and  the  control  of 
the  company's  cash  and  bank  accounts.  It  expedited  the  transfer  of  funds 
for  investment  or  payment  to  policyholders  and  beneficiaries  and  was 
responsible  for  the  custody  of  the  company's  securities. 

3.  Real  Estate  and  Mortgage  Loan  Department.  Handled  the  servicing,  ac- 
quisition, and  disposition  of  the  company's  mortgage  loan  investments. 

Housing 

Responsible  for  the  planning,  construction,  management,  and  operation  of 
the  company's  housing  projects. 

Personnel  Administration 

Responsible  for  all  matters  concerning  the  recruitment,  training,  and  promo- 
tion of  personnel. 

General  Service 

Responsible  for  the  operation  of  miscellaneous  staff  services. 

Public  Relations 

Concerned  with  public  attitudes  and  the  media  by  which  they  might  be  de- 
veloped. It  sought  to  promote  favorable  public  relations  in  the  following  areas: 
advertising;  sales  promotion;  policyholder  relationships;  departmental  (e.g., 
housing,  mortgage  loan,  and  investments) ;  and  employee  relationships. 

Accounting,  Budgeting,  and  Taxes 

1.  Comptroller 's  Department.  Responsible  for  the  proper  accounting  for 
all  financial  transactions. 

2.  Tax  Department.  In  charge  of  all  tax  work. 

External  Affairs 

Responsible  for:  handling  matters  assigned  by  the  chairman  of  the  board, 
president,  and  senior  vice  presidents;  handling  problems  concerning  proposed 
legislation,  legislative  hearings,  and  federal  and  state  regulations;  representing 
the  company  at  meetings  and  conferences  (intercompany  trade  associations, 
and  others ) . 

Legal  Affairs 

Responsible  for  all  phases  of  the  company's  legal  activities,  including  all  legal 
matters  pertaining  to  real  estate,  housing,  mortgage  loans,  investments,  insur- 
ance agency  matters,  and  supervision  of  the  conduct  of  all  litigation. 
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Auditing 

Examined  and  audited  all  home  office  and  branch  books  and  financial  state- 
ments. 

The  company  used  a  committee  system  to  deal  with  particular  phases  of  the 
company's  operation.  Each  of  these  committees  had  the  power,  subject  to  the 
approval  of  the  chairman  of  the  board,  to  make,  amend,  or  modify  rules  and 
regulations  for  the  conduct  and  carrying  on  of  that  part  of  the  company's  busi- 
ness and  affairs  assigned  to  it  consistent  with  the  order  appointing  it.  These  com- 
mittees did  not  perform  functions  belonging  to  the  board,  committees  of  the 
board  or  operating  departments. 

Three  committees — Insurance  Affairs,  Accident  and  Sickness,  and  Group 
Insurance —  had  essentially  similar  descriptions  of  functions  appropriate  to  each. 
The  description  for  insurance  affairs  follows: 

Authorized  to  regulate  ordinary  insurance  and  annuity  premium  rates; 
policy  forms;  acceptance  of  risks;  and  issuance  of  policies.  Also  respon- 
sible for  formulation  of  regulations  regarding:  benefit  payments;  compro- 
mise settlements  and  litigation  of  ordinary  insurance  and  annuity  policies, 
and  provisions  of  such  policies. 
Other  committee  descriptions  were: 

1.  Committee  on  Contributions.  Reviewed  all  requests  for  contributions  of 
any  type.  Within  the  limits  of  the  budget  and  general  policy  established  by 
the  board,  the  committee  had  the  authority  to  make  such  contributions  as 
it  deemed  appropriate. 

2.  Personnel  and  Salary  Committee.  It  had  supervision  of  all  matters  re- 
lating to  the  employment,  dismissal,  compensation,  and  welfare  of  the 
company's  employees  (excepting  executive  officers  and  salaried  agency 
men )  and  of  matters  relating  to  the  company's  retirement  plan. 

3.  Public  Relations  Committee.  Reviewed  and  co-ordinated  the  policies, 
programs,  and  procedures  relating  to  advertising,  publicity,  sales  promo- 
tion, and  public  relations  generally.  It  supervised  the  preparation  of  the 
annual  report  to  policyholders. 

4.  Budget  Committee.  Submitted  an  annual  budget  covering  the  estimated 
expenses  of  operating  the  various  functions  and  departments  of  the  com- 
pany to  the  chairman  of  the  board  for  his  consideration  and  as  a  basis 
for  his  submission  to  the  executive  committee  and  the  board  of  directors 
for  approval  and  authorization.  The  budget  committee's  reports  included  a 
comparison  on  a  periodic  basis  of  the  actual  and  budgeted  expenditures 
of  the  various  functions  and  departments  of  the  company.  When  the 
budget  had  been  approved  by  the  board  of  directors,  no  additional  expendi- 
ture could  be  made  except  as  provided  in  the  rules  and  regulations  of  the 
board  of  directors. 

5.  Procedure  Committee.  Responsible  for  guiding  the  development  and 
simplication  of  procedures  and  was  available  for  consultation,  through  its 
chairman,  to  any  of  the  officers  or  superintendents  of  departments  of  the 
company. 
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6.  Forms  Committee.  Responsible  for  reviewing  all  company  loans  with  a 
view  to  standardization,  economy,  and  improved  appearance  and  effective- 
ness. 

7.  Special  Research  Committee.  Engaged  in  special  research  regarding 
actuarial  practice. 

8.  Space  Committee.  Supervised  all  matters  relating  to  the  use  of  space  in 
the  home  office  building,  the  printing  building,  and  the  Bedford  records 
building.  The  committee  was  responsible  for  the  allocation  of  space  to  de- 
partments; for  the  development  and  promulgation  of  a  record  destruction 
program  with  a  view  to  conserving  space;  and  for  the  study  and  develop- 
ment of  ways  by  which  space  may  be  utilized  in  the  most  efficient  manner. 

important  historical  events  affecting  the  life  insurance  business/'  Scott 
therefore  prepared  the  following  notes5  on  the  history  of  the  life  insur- 
ance business. 

Life  insurance  was  an  outgrowth  of  marine  insurance,  which  was 
written  in  early  colonial  and  Revolutionary  War  times  by  individual 
insurers  or  underwriters.  In  1759  the  first  corporation  furnishing  bene- 
fits payable  on  death  was  organized.  The  fund  guaranteed  what  are 
now  known  as  survivorship  annuities.6 

One  of  the  first  important  industry  developments  was  the  securing 
of  better  benefit  payment  guarantees.  Between  1800  and  1840  this 
trend  was  expedited  by  the  organization  of  many  stock  insurance  com- 
panies with  large  capitalization. 

The  profits  made  by  large  stock  companies  and  the  development  of 
the  mutual  insurance  plan  in  other  types  of  insurance  led  to  the  organi- 
zation of  mutual  life  companies  in  the  1830's.  Under  the  earnings 
participation  plan  of  a  mutual  company,  policyholders  were  paid  divi- 
dends from  the  excess  of  premiums  over  costs. 

During  the  1850's,  incentives  to  obtain  new  business  increased;  sales 
commissions  rose  from  the  customary  5  %  to  35%,  40%,  or  even  50% 
of  the  initial  premium,  and  in  addition,  smaller  renewal  commissions 
were  added  by  some  companies.  Industry  historians  ascribe  to  these 
changes  the  rapid  sales  increase  of  the  period. 

Between  1865  and  1870  the  number  of  life  insurance  companies 
and  the  volume  of  business  increased  rapidly.  However,  as  a  result  of 

5 Excerpts  from  Joseph  B.  Maclean,  Life  Insurance  (New  York:  McGraw-Hill  Book 
Co.,  1945);  and  R.  Carlyle  Buley,  The  American  Life  Convention:  A  Study  of  the  History 
of  Life  Insurance  (New  York:  Appleton-Century-Crofts,  Inc.,  1953),  Vols.  I  and  II. 

6  Annuities  commencing  on  the  death  of  the  holder  and  continuing  during  the  remain- 
ing life  of  the  beneficiary. 
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one  factor  or  a  combination  of  factors  including  payment  of  exorbitant 
commissions,  inefficiency,  unsound  management,  and  a  serious  sales 
decline,  many  of  these  new  companies  failed  during  the  depression  of 
the  1870's. 

From  1880  to  1905  sales  grew  rapidly  again,  historians  stated, 
mainly  because  of  the  development  of  the  agency  system.7  Several 
large  insurance  companies  were  among  the  most  important  financial 
institutions  of  the  day.  This  increase  in  size  was  accompanied  in  certain 
cases  by  extravagant  management  and  abuse  of  power  by  officers.  Pub- 
lic agitation  for  investigation  of  the  management  and  financial  condi- 
tion of  large  companies  was  climaxed  by  the  New  York  State  Legisla- 
ture's Armstrong  investigation  of  1905.  The  resolution  appointing  the 
investigators  read: 

To  investigate  and  examine  into  the  business  affairs  of  life  insurance  com- 
panies doing  business  in  the  State  of  New  York,  with  reference  to  the  invest- 
ment of  said  companies,  the  relation  of  the  officers  thereof  to  such  investments, 
the  relation  of  such  companies  to  subsidiary  corporations,  the  government  and 
control  of  said  companies,  the  contractual  relations  of  said  companies  to  their 
policyholders,  the  cost  of  life  insurance,  the  expenses  of  said  companies  .... 

Serious  charges  were  made  against  many  companies  in  relation  to 
each  factor  listed.  The  result  was  the  1906  revision  of  the  New  York 
insurance  laws  providing  for,  among  other  things:  prohibition  of  all 
stock  investments  (later  modified);  prohibition  of  deferred  dividend 
system;8  increased  minimum  reserves;  and  limitation  of  new  business. 

After  a  temporary  setback,  new  insurance  sales  again  increased  rap- 
idly from  1908  to  1929.  During  this  period  a  series  of  sales  features 
were  introduced  which  were  thought  by  the  industry  to  have  changed 
the  competitive  standing  of  the  largest  companies  (Exhibit  8) .  Among 
these  were:  group  life  insurance,9  disability10  and  "double  indemnity"11 
benefits,  optional  settlement  of  policy  proceeds;  increased  use  of  pen- 
sion plans,  annuities,  and  life  insurance  for  business  purposes. 

During  the  depression  of  the  1930's  sales  decreased,  surplus  fell  as 

7  Life  insurance  company  sales  organization  under  which  a  soliciting  agent  sells  on 
an  agent's  contract  from  the  company  or  the  general  agent  for  whom  he  is  to  work. 

8  This  legislation  forced  companies  to  determine  gains  and  allocate  dividends  annually. 

9  Life  insurance  issued,  usually  without  medical  examination,  on  a  group  of  persons 
under  a  master  policy.  It  is  usually  issued  to  an  employer  for  the  benefit  of  employees. 
Individual  members  of  the  group  hold  certificates  as  evidence  of  their  insurance. 

10  Disability  benefits  is  a  feature  added  to  some  life  insurance  policies  providing  for 
waiver  of  premium  and  sometimes  payment  of  monthly  income  upon  the  furnishing  of 
proof  that  the  insured  has  become  totally  and  permanently  disabled. 

11  Double  indemnity  is  a  death  benefit  providing  for  payment  of  double  the  face  amount 
of  the  policy  in  case  of  death  as  a  result  of  accidental  means. 
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the  result  of  a  general  reduction  in  market  values,  interest  rates  fell, 
and  mortality  rates  increased.  Terminations  by  surrender  and  lapse  in- 
creased greatly,  and  in  1932  for  the  first  time  in  many  years  total  in- 
surance in  force  decreased.  Depression  effects  reached  their  worst  point 
in  1933,  when  policy  surrenders  and  policy  loans  were  so  large  that 
many  state  insurance  commissioners  following  the  lead  of  New  York 
found  it  expedient  to  restrict  payments  by  insurance  companies  at  the 
same  time  that  the  banks  were  closed.  There  was,  however,  no  delay 
in  contract  payments  due  and  payable,  such  as  death  claims,  matured 
endowments,  annuities,  and  disability  benefits.  Out  of  a  total  of  350 
United  States  insurance  companies,  20,  involving  about  1%  of  total 
insurance  in  force,  went  into  receivership.  The  business  of  failing  com- 
panies was  reinsured  by  solvent  companies  under  agreements  which, 
in  general,  provided  for  payment  of  death  claims  in  full  but  with  pro- 
vision for  deductions,  corresponding  to  the  extent  of  deficiency,  in 
event  of  surrender.12  It  was  generally  agreed  in  the  insurance  industry 
that  losses  to  policyholders  during  this  period  had  been  small. 

In  1935  the  Social  Security  Act  established  a  contributory  system  of 
old-age  pensions  for  certain  classes  of  employed  persons.  Small  benefits 
and  limited  provisions  for  widows  and  dependents  still  left  a  real 
need  for  life  insurance  or  annuities  in  private  companies. 

In  1938  a  federal  examination  of  the  life  insurance  industry  was 
made  by  the  Securities  and  Exchange  Commission  in  conjunction  with 
the  study  of  concentration  of  economic  power  by  the  Temporary  Na- 
tional Economic  Committee.  This  TNEC  investigation  was  termed  "the 
most  extensive  study  of  life  insurance  since  the  Armstrong  investiga- 
tion .  .  .  ."It  recommended  strengthening  of  position  of  state  insur- 
ance commissioners;  increase  in  budget  and  staff  of  state  insurance 
departments;  closer  regulation  of  training,  compensation,  and  activities 
of  company  agents;  standardization  and  reduction  of  the  number  of 
policy  forms;  safeguarding  of  sales  competition;  and  changing  indus- 
trial insurance13  operations. 

During  World  War  II,  the  downward  trend  of  percentage  interest 

12  Cash  loan  and  surrender  values  which  policyholders  are  entitled  to  withdraw  at  any 
time,  either  by  surrendering  their  policies  or  borrowing  against  them,  are  in  some  instances 
less  than  actual  reserves  accumulated  against  them.  Particularly  on  new  policies,  there  are 
"surrender  fees."  In  1932  nearly  9%  of  policy  reserves  was  withheld  from  those  surrender- 
ing policies  in  253  companies  doing  the  bulk  of  insurance  business.  For  all  companies  not 
selling  "industrial"  policies,  the  average  return  on  surrender  wa<  94.58%  in  1932.  Before 
and  since  1932,  the  proportion  returned  was  higher,  averaging  about  97%.  (See  Albert  G. 
Hart,  Debts  and  Recovery  [New  York:  The  Twentieth  Century  Fund  1938],  pp.  21-22.) 

13  Life  insurance  issued  in  small  amounts,  usually  not  over  $500.  Premiums  are  payable 
on  a  weekly  or  monthly  basis  and  are  generally  collected  at  the  home  by  an  agent. 
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earnings  was  accelerated  because  of  larger  investments  in  low-interest- 
rate  government  bonds.  A  secondary  effect  of  the  war  was  the  increase 
in  mortality  rates.  In  1940  National  Service  Life  Insurance  was  made 
available  to  the  armed  forces  in  amounts  of  $10,000  on  a  five-year 
term14  plan. 

Exhibit  8 

PILGRIM  LIFE  INSURANCE  COMPANY  (A) 
Historical  Shifts  in  Competitive  Standings 
United  States  Life  Insurance  in  Force 
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From  1902  to  1952,  the  total  number  of  policyholders  in  the  United 
States  had  increased  by  76  million,  and  the  average  life  insurance 
owned  per  policyholder  had  risen  from  $708  to  $3,100  (see  Ex- 
hibit 9).  Since  1946,  policyholders'  funds  in  life  insurance  had  risen 
63%  to  a  total  of  $61  billion  while  the  increase  for  other  major  types 


of  long-term  savings  combined  had  been  36%.  In  1952  life  insurance 
policyholders'  funds  represented  over  30%  of  the  aggregate  of  the  ma- 
jor types  of  long-term  savings.  (See  Exhibit  10.  Amounts  for  the  vari- 
ous types  of  long-term  savings  were  derived  as  follows:  (1)  life 
insurance — policyholders  equity  net  of  loans  to  policyholders;  ( 2 )  com- 
mercial banks — time  deposits  held  by  individuals;  (3)  mutual  savings 
banks — savings  accounts;  (4)  United  States  savings  bonds  outstanding; 


A  plan  of  insurance  payable  at  death  provided  death  occurs  within  a  specified  period. 
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Exhibit  9 

PILGRIM  LIFE  INSURANCE  COMPANY  (A) 
Ownership  of  Life  Insurance 

OWNERSHIP  OF  LIFE  INSURANCE  AVERAGE  AMOUNT  OWNED 

Number  of  Policyholders  PER  POLICYHOLDER 


1902  1912  1922  1932  1942  1952  1953  1902  1912  1922  1932  1942  1952  1953 

YEARS  YEARS 

Source:  Institute  of  Life  Insurance,  Life  Insurance  Fact  Book,  1954. 


Exhibit  10 

PILGRIM  LIFE  INSURANCE  COMPANY  (A) 
Selected  Types  of  Long-Term  Savings  of  Individuals 


1910        1915         1920         1925         1930         1935         1940         1945         1950  52 


Source:  Institute  of  Life  Insurance,  Life  Insurance  Fact  Book,  1954. 

(5)  saving  and  loan  association  assets — balances  in  saving  and  loan 
accounts;  and  (6)  government  pension  and  trust  funds — the  net  excess 
of  employee  and  employer  contributions,  that  is,  payroll  taxes  plus  in- 
vestment income  less  payments  for  benefits  and  expenses.) 
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From  1942  to  1952,  total  life  insurance  in  force  more  than  doubled. 
Although  all  types  of  life  insurance  have  shared  in  this  growth,  group 
life  insurance  increased  at  the  greatest  rate — up  246%  from  1942  to 
1952.  In  the  late  1930's  group  protection  represented  about  one  tenth 
of  total  life  insurance  in  force;  in  1954  it  accounted  for  about  one 
fourth  of  total  life  insurance  in  force. 

Exhibit  11  shows  the  three  major  factors  affecting  cost  of  life  in- 
surance to  policyholders:  (1)  death  rate  per  1,000  policyholders, 
(2)  interest  rates  earned  on  invested  life  insurance  funds,  and  (3)  ex- 
penses of  running  the  business  and  servicing  policies  (shown  as  a  per- 
centage of  income  ) . 


Exhibit  11 

PILGRIM  LIFE  INSURANCE  COMPANY  (A) 
Cost  Factors  in  Life  Insurance 


1915    1925     1935     1945  1952    1915    1925     1935     1945  1952     1915     1925     1935    1945 1952 


Source:  Institute  of  Life  Insurance,  Life  Insurance  Fact  Book,  1954. 

"In  general,"  said  Mr.  Kenny,  vice  president  in  agency  affairs  de- 
partment, "the  life  insurance  industry  has  not  done  the  best  job  of 
merchandising  and  presenting  new  products'  because  our  share  of  dis- 
posable personal  income  has  fallen  badly  since  1932.  I  am  sure  new 
sales  and  merchandising  techniques  would  help  us  regain  some  of  the 
lost  ground." 

According  to  Mr.  Gray,  some  of  the  most  important  problems  facing 
Pilgrim  Life  and  the  industry  in  1954  were:  (1)  keener  competition 
amoung  companies;  (2)  adaptation  of  "product  line"  to  the  needs  of 
the  insuring  public;  (3)  recognition  and  evaluation  of  the  trend  to 
group  coverages,  which  had  been  particularly  great  since  1945; 
(4)  fiscal  and  monetary  policies  of  the  government;  and  (5)  taxation 
of  the  life  insurance  industry.  Longer-range  problems  related  to  state 
and  federal  regulation,  the  increasing  growth  of  "social  insurance," 
which  has  undertaken  to  provide  protection  to  millions  of  Americans 
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against  the  hazard  of  premature  death  and  the  maintenance  of  our 
traditional  system  of  free  economy  and  private  enterprise. 

In  June,  1954,  according  to  Mr.  Gray,  potential  survivors'  benefits 
under  existing  social  security  formulas,  when  converted  to  equivalent 
face  amount  of  life  insurance  in  force,  represented  more  than  $300 
billion  of  insurance — more  than  all  private  forms  of  life  insurance 
combined.  Figures  showing  the  rapid  growth  of  social  insurance  and 
servicemen's  life  insurance  are  shown  below: 


Potential  Survivors'  Benefits  in  Billions  of  Dollars 


1929 

1949 

1952 

Social  (OASI)  insurance  

85.0 

298.0 

3.0 

38.3 

49.4 

Total  governmental  insurance  in  force  

3.0 

123.3 

347.4 

"If  a  similar  comparison  of  old-age  benefits  could  be  made,"  stated 
Mr.  Gray,  "the  total  position  of  social  insurance  would  be  found  to 
overshadow  private  insurance  by  a  wide  margin.  Only  in  the  field  of 
accident  and  sickness  insurance  has  private  insurance  maintained  a 
position  of  dominance  and  vigorous  growth  relative  to  disposable  per- 
sonal income." 

COMPANY  ORGANIZATION 

Total  personnel  of  the  Pilgrim  Life  Insurance  Company  numbered 
10,000  employees,  of  which  3,598  were  active  agents.  The  3,237  home 
office  personnel  were  classified  as  follows: 

Total  Home  Office  Personnel 


Class  of  Personnel 


Officer  

Administrative  and  managerial  

Supervisory  

Professional,  technical,  etc  

Clerical,  stenographic,  other  nonsupervisory . 


Number 

%  of  Total 

58 

1.4 

148 

4.6 

214 

6.6 

298 

9.2 

2,531 

78.2 

3,237 

100.0 

The  6,143  employees  engaged  in  agency  operations  consisted  of  186 
people  in  the  home  office,  376  salaried  field  sales  supervisory  personnel, 
3,598  active  agents,  and  1,983  branch  office  personnel. 

Agency  field  management  was  composed  of  three  organizational 
levels:  the  region,  the  division,  and  the  branch  office  in  descending 
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order.  The  total  sales  territory  consisted  of  three  geographical  sales 
regions,  each  headed  by  a  regional  vice  president.  A  region  was  sub- 
divided into  divisions,  each  under  the  direct  supervision  of  a  field 
vice  president  or  superintendent  of  agencies.  There  were  1 1  divisions 
in  total. 

Regionalization  of  the  company's  total  sales  territory  took  place  in 
1953.  It  represented  another  step  in  the  company's  program  of  decen- 
tralization which  called  for  the  decentralization  of  services  to  policy- 
holders and  agents  at  the  branch  office  level. 

The  1953  field  organizational  setup  allowed  for  handling  in  the 
field  and  in  the  branch  office  a  greater  number  of  management-policy- 
holder  relationships  than  before.  At  the  same  time,  with  a  total  of  14 
agency  officers  in  the  field,  each  with  an  average  of  less  than  1 5  branch 
offices  to  supervise,  sales  control  was  strengthened  while  lines  of  com- 
munication between  the  home  office  and  the  field  were  shortened. 

The  basic  unit  of  the  agency  field  organization  was  the  branch  office. 
Average  branch  office  production  (sales)  in  1953  was  $5,724,000. 
Each  branch  was  staffed  with  a  manager  who  served  as  sales  produc- 
tion head;  a  cashier  who  was  in  charge  of  an  office  force  trained  to 
handle  numerous  services  for  policyholders  and  agents;  and  various 
home  office  supervisory  personnel.  See  Exhibit  6A  (pages  574-77) 
for  a  more  detailed  description  of  the  company  organization. 
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In  May,  1954,  John  Scott  met  with  Messrs.  Peter  Marsden,2 
Thomas  Gray,3  Richard  Kenny,4  and  Paul  Cannon,0  of  the  Pilgrim 
Life  Insurance  Company.  Conversation  centered  on  the  topics  of  Mr. 
Marsden's  and  Mr.  Gray's  background,  their  approach  to  their  new 
position  when  they  joined  Pilgrim,  and  their  methods  and  philosophy 
of  management.  Excerpts  from  Scott's  notes  follow: 

Scott  ( to  Marsden ) :  I  am  very  interested  in  your  approach  to 
your  job  when  you  became  president  in  1947.  Obtaining  this  story 
will  give  students  the  opportunity  to  evaluate  the  thinking  pattern  of 
a  responsible  top-level  executive. 

Marsden:  We've  agreed  that  this  is  worthwhile  from  our  stand- 
point too.  Mr.  Gray  and  I  both  decided  that  there  will  be  no  holds 
barred — we'll  talk  very  frankly.  We  think  it  is  important  that  the  in- 
surance industry  be  studied.  The  basic  reason  is  that  we'd  like  to  see 
widespread  acknowledgement  of  the  importance  of  life  insurance. 

Scott:    It  plavs  an  important  part  in  our  social  and  economic  life. 

Marsden:  There  is  an  unfortunate  stereotype  regarding  insurance 
salesmen.  However,  we  think  that  insurance  selling  has  been  dignified 
a  great  deal  in  the  last  decade  or  so.  We'd  also  like  to  reduce  some 
common  misconceptions  about  insurance  companies  and  big  business 
in  general.  In  the  1930's  business  came  in  for  much  criticism  because 
people  found  that  the  heroic  molds,  which  they  visualized  businessmen 
filling,  produced,  in  some  instances,  feet  of  clay.  I  think  it  would  help 
if  they  knew  that  fundamentally  we  were  just  ordinary  fellows  trying 
to  do  a  job.  This  reminds  me  of  a  question  I  wanted  to  ask  you.  How 
will  students  interpret  this  material?  Each  of  us  looks  at  a  situation  from 
a  different  level  of  experience,  age,  and  sophistication.  Some  people 

1  All  names  have  been  disguised. 

2  Mr.  Peter  Marsden  was  chairman  of  the  board. 

3  Mr.  Thomas  Gray  was  president. 

4  Mr.  Richard  Kenny  was  a  vice  president  in  agency  affairs  department. 

5  Mr.  Paul  Cannon  was  a  second  vice  president  in  charge  of  external  affairs  department. 

586 
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may  think  we  are  big  fish,  but  to  each  other  we're  just  ordinary  folks. 

Scott:  I  know  what  you  mean.  Often  a  person  of  one  age  and 
experience  level  can't  hear  what  someone  else  is  saying.  We  try  to  be 
as  realistic  as  we  can. 

Marsden:  Well,  should  I  start  off  by  telling  you  something  about 
my  background? 

Scott:    Yes,  please  do. 

Marsden:  For  several  years  I  was  president  of  a  West  Coast  in- 
dustrial concern.  In  1941  I  became  president  of  Stillwell  and  Company 
— an  investment  banking  firm.  In  1946  Pilgrim's  senior  vice  president 
resigned.  This  left  a  vacuum  in  management,  and  the  board  advanced 
president  Lane  to  chairman  of  the  board  and  elected  me  president. 

I  enjoyed  my  work  as  an  investment  banker,  but  after  certain  or- 
ganizational changes  were  effected,  I  felt  I  had  made  my  contribution. 
I  had  helped  train  a  man  who  was  competent  to  run  the  company,  and 
I  was  sure  I  could  leave  it  in  excellent  hands. 

There  were  a  number  of  aspects  of  the  job  at  Pilgrim  that  interested 
me.  The  salary  was  tempting.  It's  foolish  to  say  money  doesn't  count 
in  making  a  new  connection.  The  excitement  of  heading  a  large 
enterprise  presented  a  real  challenge.  You  can  imagine  that  I  had 
feelings  of  great  pride  in  being  president  of  one  of  the  largest  cor- 
porations, especially  when  it  has  the  great  history  that  this  one  has. 

I  had  never  before  directed  a  company  nearly  so  large  as  Pilgrim. 
In  the  investment  banking  firm  there  were  about  100  people. 

Scott:  I  would  be  interested  in  finding  out  the  difference  in  what 
you  do  and  think  about  now  compared  with  the  time  when  you  were 
the  top  man  in  an  organization  of  about  100  people. 

Marsden  :  When  I  was  with  Stillwell,  I  was  an  operating  man  and 
naturally  I  thought  of  operating  problems.  I  made  operating  decisions 
and  I  was  in  on  the  operating  details.  Here  Mr.  Gray  and  I  think  in 
terms  of  structure.  We  are  prime  movers  and  not  operators.  We  don't 
sell  insurance  for  example,  but  we  see  to  it  that  we  have  competent 
people  who  do.  Here  we  are  guiders. 

Scott:    Your  function  at  Stillwell  was  really  quite  different  then? 

Marsden:  Yes,  as  I  said  before,  I  was  an  operating  man  at  Still- 
well. There  were  three  of  us  there  who  were  responsible  for  opera- 
tions. This  is  my  first  experience  in  an  organization  where  I  am  not  an 
actor.  Here  the  organization  is  well  run.  I  have  a  chance  to  sit  back 
and  take  a  broad  long-range  look  at  the  policy  level. 

Scott:  Could  you  tell  me  a  little  bit  about  what  this  means  in 
terms  of  specific  persons,  places,  and  things? 


588         PROBLEMS  OF  GENERAL  MANAGEMENT 


Marsden:  Sure,  I  have  constantly  been  concerned  with  the  ques- 
tion, "Do  we  have  people  here  who  will  be  able  to  succeed  Gray  and 
myself,  and  fill  other  key  positions,  and  if  the  people  are  there,  do 
they  in  turn  understand  the  need  of  bringing  people  along  behind 
them?"  I  found  Gray  to  be  very  good  on  organizational  matters,  and 
I  urged  him  to  make  sure  we  developed  depth  in  our  organization. 
We  compare  notes  often.  By  questioning  and  talking,  we  sharpened 
each  other's  views  on  these  and  other  major  matters. 

Another  matter  to  which  we  have  been  giving  a  great  deal  of  atten- 
tion and  thought  is  the  question,  "Do  we  want  to  expand?"  In  a  large 
organization  there  is  danger  of  inertia  creeping  in  over  a  period  of 
time.  I  have  therefore  constantly  been  asking  myself,  "How  can  we 
stimulate  people  to  do  creative  thinking  regarding  today's  problems 
and  engage  in  constructive  planning  for  tomorrow?" 

As  far  as  administration  is  concerned,  I  had  a  definite  conception 
of  a  two-man  top  in  this  company.  The  management  pyramid  here 
has  a  flat  top!  At  any  one  time  you  can't  tell  which  walnut  the  pea 
is  under. 

I  am  the  chief  executive  officer,  but  we've  generally  split  this  job 
to  fit  in  with  our  individual  interests  and  experience.  I  spend  much  of 
my  time  community-wise,  and  Mr.  Gray  concentrates  on  inside  adminis- 
tration. 

Scott:    To  whom  do  department  heads  report? 

Marsden:  In  most  cases  they  report  to  Mr.  Gray.  Because  of  my 
previous  interest  in  the  financial  end  of  the  business,  the  financial  vice 
president  usually  comes  to  me.  Overall,  however,  they  can  choose  to 
whom  they  want  to  go  on  any  particular  problem.  Mr.  Gray  and  I 
exchange  information,  and  both  of  us  know  all  plans  and  develop- 
ments involved  in  our  operations. 

Scott:    This  is  a  natural  division  of  your  efforts? 

Marsden:  Yes,  this  broad  outside-inside  division  seems  sound  in  a 
large  organization  which  has  major  inside  and  outside  interests. 

Gray:  Continuing  this  team  idea,  we  now  have  two  senior  vice 
presidents. 

Scott:  You  might  say,  then,  that  you  have  a  four-man  top-man- 
agement team  (looking  at  organization  chart).  Is  there  any  tendency 
for  the  senior  vice  presidents  to  cover  the  inside  work,  and  for  you, 
Mr.  Gray,  to  become  more  concerned,  along  with  Mr.  Marsden,  about 
the  outside? 

Gray:  That  may  or  may  not  develop.  Looking  at  the  organization 
chart  again  it  obviously  has  shortcomings  in  that  it  is  just  a  number  of 
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schematic  lines.  Really  in  an  organization  you  have  people,  and  you 
assign  them  responsibilities  according  to  their  background,  experience, 
and  abilities.  Referring  again  to  the  senior  vice  presidents,  they  were 
appointed  in  1952.  Time,  circumstances,  and  the  further  demonstra- 
tion of  their  abilities  will  determine  the  full  breadth  and  depth  of  their 
responsibilities.  This  takes  time.  It  is  the  sort  of  thing  that  should  not 
be  jelled  too  quickly. 

Scott:  Do  you  think  that  shifting  to  two  senior  vice  presidents 
raised  questions  in  the  minds  of  other  executives? 

Marsden:  Such  moves  always  raise  questions  as  to  future  responsi- 
bilities and  developments.  Let's  go  back  for  a  moment  to  this  idea  of 
jelling  decisions.  It  is  my  belief  that  generally  important  policy  de- 
cisions are  not  made  either  by  a  close  balancing  of  almost  equal 
courses  in  one  fell  swoop.  When  you  keep  after  a  major  problem 
with  one  discussion  after  another,  the  decision  tends  to  emerge.  The 
decision  becomes  nothing  but  following  a  course  of  action  that  becomes 
obvious.  In  looking  at  our  actions,  we  don't  want  to  fool  ourselves  into 
thinking  we  had  great  foresight.  On  review,  what  has  happened  here 
in  the  last  decade — changes  in  policies,  the  broadening  of  our  base  of 
operation  by  getting  into  group  insurance  and  individual  accident  and 
health  insurance,  the  lowering  of  premium  rates,  organization  changes, 
introduction  of  new  policies  in  our  product  line,  and  the  substantial  in- 
crease in  sales  volume — looks  like  a  nice,  neatly  preplanned  pattern. 
This  wasn't  so  at  the  time  decisions  were  being  made.  We  might  have 
had  some  kind  of  subconscious  pattern,  but  all  we  did  was  to  do  the 
sensible  thing  at  the  time.  You  add  a  progression  of  these  sensible  de- 
cisions together,  and  you  get  what  looks  like  a  good  pattern.  However, 
I  would  not  want  anyone  to  fool  himself  by  thinking  that  we  set  out 
with  such  a  definitive  plan  in  mind. 

When  I  came  here,  I  had  several  ideas  which  may  have  helped  to 
effect  some  of  the  changes  that  we  initiated.  One  example  is  the  im- 
portance of  group  action.  This  meant  to  us  getting  people  to  meet  in  a 
pleasant,  easy  atmosphere  to  approach  problems  together.  Another  ex- 
ample is  the  importance  of  denning  what  you  are  doing.  Any  one  of  a 
number  of  possibilities  may  be  okay,  as  long  as  you  know  what  you 
are  doing.  I  believe  in  honest  self-analysis.  Rationalization  and  day- 
dreaming are  wonderful.  I  don't  know  how  we'd  get  along  without 
them,  but  whenever  you  are  doing  one  of  these  things,  you  should  at 
least  admit  it. 

My  function  was  to  review  carefully  what  might  be  done  to  still 
further  strengthen  the  organization.  Mr.  Gray  picked  good  people  for 
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advancement.  I  endeavored  to  encourage  them  and  others  to  think 
constructively.  I  asked  many  questions.  "What  makes  you  think  we  are 
good?  Why  do  this,  or  that?  What  can  we  do  to  improve?"  Talking 
with  an  officer,  one  day,  I  got  the  reaction  that  if  we  acknowledged  a 
certain  fact,  it  would  mean  that  we  were  admitting  we  had  been 
wrong.  He  seemed  afraid  to  admit  we  had  been  wrong.  I  mention 
this  as  an  example  of  the  kind  of  thinking  that  sometimes  develops  in 
an  organization.  As  you  know,  success  carries  the  seeds  of  disintegra- 
tion, and  vice  versa.  Often  in  attaining  size  and  volume,  the  basis  for 
loss  of  position  is  laid.  I  soon  found  that  there  were  many  very  capable 
people  in  the  organization  with  excellent  ideas.  My  approach  was  "let's 
talk  freely  and  frankly."  As  a  newcomer,  I  could  question  things  that 
the  old-timer  could  not  or  would  not.  I  should  like  to  emphasize  that 
this  was  never  done  in  a  spirit  of  criticism  of  the  past.  I  endeavored, 
at  all  times,  to  be  constructive.  This  company  had  reached  the  point 
where  it  was  ready  for  the  changes  that  have  been  made  in  recent 
years. 

Scott:  This  strikes  me  as  being  sound.  You  made  self -inquiry 
popular  and  thus  helped  to  change  the  atmosphere  of  thinking.  Did 
you  find  that  there  was  a  real  response  to  this  approach? 

Marsden:  Mr.  Gray  was  here  five  years  before  I  arrived  so  he 
can  give  you  a  better  answer  as  to  how  people  responded. 

Gray:  I  would  say  that  this  change  of  thinking  spread  through 
the  organization  generally. 

Marsden:  That  brings  me  to  another  idea  which  is  about  the 
power  of  leverage.  A  simple  example  of  this  is  switching  on  a  light. 
The  same  flick  of  a  finger  can  light  a  small  bulb  in  one  room,  or  the 
powerful  lights  of  a  ball  park.  This  leverage  factor  increases  the  effect 
of  the  actions  of  one  man.  Due  to  the  combination  of  circumstances,  I 
was  in  a  position  to  throw  the  switch.  As  president  I  could  clear  the 
way  for  individual  thinking  by  others.  This  is  my  idea  of  leverage. 
What  I  am  trying  to  emphasize  is  that  I  was  in  a  position  where  I 
could  pull  the  switch.  I  did  what  I  thought  was  sensible,  and  opened 
the  way  for  others  to  do  constructive  thinking  and  planning. 

I  set  out  to  make  decision  making  a  habit.  My  idea  is  "do  a  thing  or 
don't  do  it,  or  put  it  off  if  you  have  a  real  reason  for  putting  it  off. 
Don't  avoid  decisions  that  should  be  made."  There's  nothing  original 
or  new  in  this.  This  approach  turns  all  the  things  that  sound  as  though 
you  had  a  plan  into  nothing  but  inevitables,  which  were  caused  by  your 
first  decision. 

Another  idea  was  that  of  "repotting."  When  I  came  into  this  com- 
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pany,  I  had  an  intellectual  reawakening.  I  think  this  has  something  to 
do  with  a  person's  maturing.  I  don't  think  you  necessarily  have  to 
change  jobs  to  have  this  experience.  After  I  came  here,  some  people 
were  given  new  jobs.  They  were  given  new  levels  of  responsibility  and 
authority.  They  saw  the  new  president  was  not  a  genius — he  just  tried 
to  do  the  common-sense  thing  at  the  time — and  they  worked  along 
with  me. 

Scott:    Did  their  response  create  new  efforts? 

Marsden:  Yes.  A  year  later  I  moved  Mr.  Gray  to  the  position  of 
senior  vice  president.  That's  when  we  started  the  partner  relationship. 
Organization  charts  can't  convey  the  ramifications  of  this  idea.  I  guess 
you  might  say  that  organization  charts  often  convey  misconceptions 
as  to  how  a  business  functions.  Our  approach  is  to  let  organization 
problems  jell  by  themselves.  Some  years  ago  the  present  organization 
started  to  take  shape.  We  kept  it  fluid  until  it  was  obvious  what  organi- 
zation changes  should  be  made.  In  fact  it  is  still  fluid,  and  that's  the 
way  we  want  it. 

Gray:  Yes,  the  emphasis  is  on  the  fact  that  things  are  kept  fluid 
until  the  right  moves  are  apparent. 

Scott:  Will  you  give  me  another  example  of  your  forward  plan- 
ning? 

Gray:  Yes.  We  encourage  people  to  anticipate  problems  by  opera- 
tional projects.  This  device  forced  us  to  project  our  thinking  forward. 
It  wasn't  hard  to  undertake  this  projection  idea,  because  ours  is  the 
most  predictable  business  in  the  world.  Earnings,  dividends,  expenses, 
and  sales  increase  can  be  closely  estimated.  Periodic  re-evaluation  of 
plans  and  projections  tends  to  keep  things  in  line. 

Marsden:  Here  is  a  copy  of  our  sixth  projection  plan  (see  Ex- 
hibit 1 ) ,  and  in  it,  we  have  projections  for  five  years  ahead.  We  make 
these  projections  every  year.  This  is  one  of  the  best  ways  we  have  found 
to  firm  up  our  thinking.  After  a  department  has  made  a  projection,  it 
has  to  either  stand  by  it  or  explain  why  it  didn't  work  as  forecasted. 
Thus  we  force  ourselves  to  think  ahead.  This  goes  back  to  my  theory 
that  anything  you  do  is  all  right,  as  long  as  you  know  what  you  are 
doing. 

Scott:    You  asked  department  heads  to  look  ahead? 

Marsden:  That's  in  line  with  my  idea  of  leverage.  You  might  call 
this  creating  a  fashion.  You  can  have  all  kinds  of  fashions  in  a  company. 
We  encouraged  folks  to  make  decision  making  fashionable. 

Gray:  Another  fashion  that  often  develops  in  a  large  organiza- 
tion is  to  judge  a  person's  importance  by  the  number  of  people  in  his 
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Report  to  Chairman  of  the  Board  Marsden 

The  present  report,  like  its  predecessors,  relates  to  a  projection  of  the  com- 
pany's insurance  and  investment  operations  over  a  five-year  period — the  period 
in  this  instance  covering  the  years  1954  to  1958,  inclusive.  This  projection  is 
based  on  past  experience  and  on  assumptions  with  respect  to  certain  variable 
factors.  No  attempt  has  been  made  to  predict  the  changes  which  may  occur  from 
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time  to  time  in  such  variable  factors  and  thereby  change  the  results  indicated. 
Changes,  even  within  a  relatively  narrow  range  in  one  or  more  of  these  factors, 
could  substantially  affect  the  projections  shown  herein. 

Our  new  policy  line  has,  of  course,  been  taken  into  account  in  this  projection. 
However,  the  effect  of  the  new  2y2%  policies,  with  their  low  premium  rates  as 
well  as  their  many  other  important  new  features,  should  be  gradual  and  of  com- 
paratively minor  importance  for  a  few  years. 

I.  Assumptions  Employed  in  the  Projection 

Basic  Assumptions.  The  basic  assumptions  made  are  that  current  business 
conditions  will  continue  without  material  change  during  the  next  five  years,  that 
our  reserve  bases  will  continue  to  be  as  at  present,  and  that  there  will  be  no 
major  change  in  the  character  of  our  operations.  The  projection  is  subject  to  the 
qualifications  which  must  obviously  be  made  in  the  light  of  such  an  uncertain 
future  as  we  are  and  have  been  facing  for  several  years. 

Other  Assumptions.  Using  these  basic  assumptions,  the  following  additional 
assumptions  were  made  with  respect  to  specific  aspects  of  the  company's  opera- 
tions. r 

1.  New  Ordinary  Life  Insurance.  $800,000,000  new  paid  issues  assumed 
in  each  of  the  five  projection  years. 

2.  New  Single-Premium  Annuities.  Continuance  of  recently  prevailing 
rather  small  volume  of  single-premium  annuities  assumed. 

3.  New  Annual-Premium  Retirement  Annuities.  The  company  resumed 
the  issuance  of  annual-premium  retirement  annuities  last  year  Yearly 
premiums  on  new  issues  of  these  annuities  are  assumed  to  be  $320  000 
in  1954,  $400,000  in  1955,  and  $480,000  in  each  of  the  years  1956  to 
1958  inclusive. 

4.  Persistence  of  New  and  Existing  Life  Insurance.  Continuance  of  per- 
sistence rates  recently  experienced  has  been  assumed. 

5.  New  Group  Insurance.  Yearly  premiums  on  new  paid  group  life  and 
accident  and  sickness  issues  are  assumed  to  be  $9,600,000  in  each  of  the 
projection  years  (nearly  80%  being  for  accident  and  sickness). 

6.  New  Group  Annuities.  Total  premium  receipts  for  each  of  the  projec- 
tion years  are  assumed  to  be  as  follows: 

1954  $  2,880,000 

1955   3,680,000 

1956    5,600,000 

1957   8,000,000 

1958   11,200,000 

7.  New  Insurance  for  Employee  Protection.  The  company  introduced  a 
new  plan  of  insurance  for  employee  protection  as  of  October  1,  1953.  It 
is  anticipated  that  1,200  new  cases  will  be  placed  on  the  books  during 

1954  and  that  800  new  cases  will  be  acquired  during  each  of  the  years 

1955  to  1958  inclusive.  It  is  assumed  that  each  case  will  average  $27,200 
of  life  insurance  and  that  50%  of  the  cases  will  include  accident  and  sick- 
ness coverage.  The  average  yearly  premium  per  case  is  assumed  to  be  $371 
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for  life  insurance  and  $989  for  accident  and  sickness  coverage  where  in- 
cluded. 

8.  New  Personal  Accident  and  Health  Insurance.  New  paid  issues  of  each 
of  projection  years,  expressed  in  terms  of  yearly  premiums,  are  assumed 
to  be  as  follows: 


1954  ..$1,624,000 

1955   1,792,000 

1956   1,968,000 

1957   2,176,000 

1958   2,400,000 


In  1954,  about  52%  of  the  above  premium  items  relate  to  family  and 
individual  hospital  and  major  medical  expense  policies.  The  proportion 
is  assumed  to  decrease  each  year,  reaching  41%  in  1958. 
9.  New  Funds  Becoming  Available  for  Investment.  The  funds  available 
for  investment  for  the  projection  years  are  as  follows: 


1954  $180,800,000 

1955   190,400,000 

1956   201,600,000 

1957   211,200,000 

1958   224,000,000 


It  is  anticipated  that  of  the  above  funds,  policy  loans  will  take  up 
amounts  ranging  from  about  $12,800,000  in  1954  to  about  $14,400,000 
in  1958. 

10.  Federal  Income  Taxes.  Present  %V2%  law"  assumed  to  be  applicable 
during  projection  period. 

11.  Expenses.    Continuance  of  present  trend  assumed. 

12.  Profit  and  Loss  on  Assets  and  Changes  in  Book  Value.  Projection  as- 
sumes no  profit  or  loss  on  sales  or  maturity  of  assets  and  no  adjustment 
in  book  or  market  values  except  for  accrual  of  discount  and  amortization 
of  premium  on  bonds  and  mortgages  and  depreciation  of  real  estate. 

13.  Nonledger  Assets.  Projection  assumes  that  there  will  be  no  change  in 
nonledger  assets  except  for  the  increase  in  interest  and  other  investment 
income  due  and  accrued  and  in  deferred  and  uncollected  premiums. 

14.  Assets  Not  Admitted.  Assumed  to  continue  unchanged  during  period  of 
projection  (except  with  respect  to  change  in  deferred  and  uncollected 
premiums  and  interest). 

15.  Dividend  Scales.  The  dividend  scales  for  the  years  covered  by  this  pro- 
jection must  be  determined  annually  by  the  board  of  directors  and  may, 
within  its  discretion,  be  the  same  or  higher  or  lower  from  year  to  year 
than  the  1954  scale.  However,  for  the  purpose  of  making  the  projection 
herein,  we  have  used  the  1954  scale  (giving  effect  to  the  program  for 
the  elimination  of  negative  disability  elements  by  1955)  in  our  calcula- 
tions for  ordinary  insurance  under  editions  of  policies  prior  to  the  new 
series  for  each  year  of  the  five-year  period.  For  the  new  series  of  policies 
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introduced  this  year,  the  dividend  scale  in  the  1954  Dividend  Illustration 
Booklet  was  used  for  each  of  the  projection  years. 

II.  Projections 

Asset  Growth: 


Year 

Assets 
at  End  of  Year 
(in  Thousands) 

Increase  over 
Previous  Year 
(in  Thousands) 

1954 

$4,608,800 

$179,200 

1955 . . 

4,797,600 

188,800 

1956.. 

4,997,600 

200,000 

1957 . . 

5,207,200 

209,600 

1958. 

5,428,800 

421,600 

Federal  Income  Tax: 


Year  Liability  at  End  of  Year 

1954  $  8,640,000 

1955   9,120,000 

1956   9,600,000 

1957   10,080,000 

1958   10,640,000 

Net  Earned  Rate  of  Interest: 

1954  3.14% 

1955  3.19 

1956  3.23 

1957  3.26 

1958  3.28 


Gains  from  Insurance: 

1.  Ordinary  Operations.  The  interest,  loading,  and  mortality  gains  from  our 
ordinary  insurance  operations  have  been  projected  as  shown  in  the  table 
on  page  598. 

2.  Group  Operations.  This  is  shown  by  the  two  following  tables: 


Group  Insurance 
(Unit  =  $1,000,000) 


1954 

1955 

1956 

1957 

1958 

Assets  at  end  of  year  

$  0.7 

$  2.5 

$  4.6 

$  7.1 

$  10.3 

Liabilities  at  end  of  year  

8.5 

12.0 

15.5 

18.9 

22.4 

Surplus  at  end  of  year  

-7.8 

-9.5 

-10.9 

-11.8 

-12.1 

Gains*  of  year  before  assumed  divi- 

dends   

-0.1 

1.3 

2.9 

4.6 

6.4 

Assumed  dividends  

2.0 

3.1 

4.3 

5.5 

6.7 

Gains*  of  year  after  assumed  divi- 

dends   

-2.1 

-1.8 

-1.4 

-0.9 

-0.3 

*  Negative  figures  represent  losses. 
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Group  Annuities 
(Unit  =  $1,000,000) 


1954 

1955 

1956 

1957 

1958 

$  5-0 

$  8.4 

$  13.7 

$  21.5 

$  32.6 

5.6 

9.3 

14.8 

22.8 

34.0 

Surplus  at  end  of  year  

-0.6 

-0.9 

-1.1 

-1.3 

-1.4 

Gains*  of  year  before  assumed  dividends 

-0.2 

-0.2 

-0.2 

-0.1 

0.1 

0.1 

0.1 

0.1 

0.2 

Gains*  of  year  after  assumed  dividends . 

-0.3 

-0.3 

-0.3 

—  0.2 

—0.2 

*  Negative  figures  represent  losses. 

3.  Employee  Protection  Plan. 

(Unit  ~- 

=  $1,000,000) 

1954 

1955 

1956 

1957 

1958 

Assets  at  end  of  year  

$-0.4 

$-0.5 

$-0.4 

$-0.3 

$  0.1 

Liabilities  at  end  of  year  

0.2 

0.4 

0.6 

0.6 

0.8 

Surplus  at  end  of  year  

-0.6 

-0.9 

-1.0 

-0.9 

-0.7 

Gains*  of  year  before  assumed  dividends 

-0.5 

-0.2 

-0.1 

0.1 

0.2 

Assumed  dividends  

0.1 

Gains*  of  year  after  assumed  dividends . 

-0.5 

-0.2 

-0.1 

0.1 

0.1 

*  Negative  figures  represent  losses. 

4.  Personal  Accident  and  Health  Operations.    (Unit  =  $1,000,000) 

1954 

1955 

1956 

1957 

1958 

Assets  at  end  of  year  

$-2.6 

$-3.3 

$-3.9 

$-4.2 

$-4.1 

Liabilities  at  end  of  year  

1.0 

1.3 

1.5 

1.8 

2.2 

Surplus  at  end  of  year  

-3.6 

-4.6 

-5.4 

-6.0 

-6.3 

Gains*  of  year  before  assumed  dividends 

-0.8 

-0.9 

-0.7 

0.5 

-0.1 

Assumed  dividends  

0.1 

0.1 

0.1 

0.2 

0.2 

Gains*  of  year  after  assumed  dividends. 

-0.9 

-1.0 

-0.8 

-0.7 

-0.3 

*  Negative  figures  represent  losses. 


5.  Miscellaneous.  After  studying  gains  (or  losses)  during  the  past  few 
years  from  annuities  (mortality  only),  surrenders,  disability,  double  in- 
demnity, and  other  comparatively  minor  items,  it  was  decided  to  use  in 
the  projection  an  amount  of  $12,000,000  as  the  miscellaneous  gain  item 
for  each  of  the  years  1954  to  1958,  inclusive,  before  taking  account  of  the 
projected  losses  or  gains  under  group  insurance,  group  annuities,  the  em- 
ployee protection  plan  and  personal  accident  and  sickness  operations. 

The  projections  for  group  insurance,  group  annuities,  the  employee 
protection  plan  and  personal  accident  and  sickness  operations  shown  in 
the  tables  on  preceding  pages  when  combined  indicated  net  losses,  before 
dividends,  of  $1,600,000  for  1954.  For  1955,  the  gains  and  losses  are  in 


PILGRIM  LIFE  INSURANCE  COMPANY  (B)  597 
Exhibit  I — Continued 
PILGRIM  LIFE  INSURANCE  COMPANY  (B) 
Table  1 


Admitted  Assets,  Liabilities,  and  Contingency  Fund 
(Amounts  Represent  Millions  of  Dollars) 


Contingency  Fund 

Year 

Admitted 

Assets 

Total 
Liabilities 

Amount 

Reserves  and 

Policy  Liabilities* 

1928 

$1  228.1 

$1  132  2 



$  95.9 

9.17% 

1929    

U32.6 

^236. 3 

96.3 

8.41 

1930  

1,431.3 

1,334.5 

96.8 

7.79 

1931  

1,512.1 

1,416.4 

95.7 

7.19 

1932  

1,579.3 

1,458.8 

120.5 

8.71 

1933   

1,608.7 

1,494.5 

114.2 

8.05 

1934 

1  687.6 

1,3/ <L.J 

114.7 

7.65 

1935  

1,794.9 

1,669.5 

125.4 

7.84 

1936  

1,923.4 

1,784.3 

139.1 

8.06 

1937  

2,016.3 

1,885.1 

131.2 

7.18 

1938  

2,118.0 

1,982.3 

135-7 

7.06 

1939  

2,209.8 

2,069.3 

140.5 

6.99 

1940  

2,295.8 

2,154.1 

141.7 

6.78 

1941  

2,389.8 

2,239.5 

150.3 

6.90 

1942  

2,513.8 

2,352.4 

161.4 

7.06 

1943 

2,674.4 

2  502.2 

172.2 

7.09 

1944  

2,856.6 

2^671.9 

184.7 

7.13 

1945  

3,050.8 

2,866.0 

184.8 

6.65 

1946 

3,221.4 

3  036.6 

184.8 

6.27 

1947  

3,387.4 

3,202.5 

184.9 

5.93 

1  Qd^ 

J, J  JO.  i 

3,345-5 

213.2 

6.55 

1949  

3,740.0 

3,493.1 

246. 9t 

7.29 

1950  

3,926.2 

3,647.9 

278.3+ 

7.89 

1951      

4,074.3 

3,786.6 

287.7| 

7.87 

1952  

4,261.0 

3,955.4 

305.6§ 

8.05 

1953 

4  429.4 

4,094.6 

334.8§ 

8.54 

Five- 

Year  Projection 

Accumulated  Gains 

Available  for  Additional 

Reserves  and 

Contingency  Purposes 

1954    

4,608.8 

4,247.8 

334.8 

26.2 

1955...  

4,797.6 

4,406.8 

334.8 

56.0 

1956  

4,997.6 

4,571.9 

334.8 

90.9 

1957  

5,207.2 

4,743.5 

334.8 

128.9 

1958  

5,428.8 

4,923.9 

334.8 

170.1 

*  New  York  test. 

+  Including  asset  fluctuation  fund  of  $20.0. 
t  Including  asset  fluctuation  fund  of  $36.0. 
§  Including  asset  fluctuation  fund  of  $44.0. 
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Table  2 

Gains  from  Insurance 


(Amounts  Represent  Millions  of  Dollars) 


From  Ixteres 

r* 

MIS- 
CELLANEOUS 

Gainst 

I  :  T.--1  N  it 

Year 

Before 
Federal 
Income 

Taxes 

Fed  1 
Inco~e  Taxes 
Cr.irstz  :: 
Interest 

Federal 
Income 
Taxes 

From 
Loading* 

From 

Mor- 
tality* 



Gains  after 
Federal 
Ixcome 
Taxes 

192S . . . 

522, 5 

S  2.3 

51 1  1 



$  7-3 



S  7.9 



S  57.6 

1929 .  .  . 

24.1 

o.s 

23.3 

23  .7 

3-0 

5S.8 

1930.  . . 

26.6 

0.3 

26.3 

9.7 

23.0 

59.0 

1931 .  .  . 

26.3 

0.7 

25.6 

14.2 

21.6 

61.4 

1932.  .  . 

26.0 

0.5 

25-5 

15.0 

21.8 

62.3 

1933 .  .  . 

21.5 

0.9 

20.6 

16.2 

21.6 

3.4 

61.8 

1934 .  . 

11.9 

-2.0: 

13.9 

14.7 

15.4 

44.0 

1935.  ■ 

15.6 

0.1 

15-5 

17.S 

18.6 

51-9 

1936 .  . 

15.2 

:.: 

18.2 

19.0 

18.1 

55-3 

193".  .  . 

1S.2 

0.7 

17.5 

15.7 

22.1 

5S.3 

1935.  .  . 

15.5 

0.2 

15-3 

15.1 

19.1 

52.5 

1939.  .  . 

15-6 

15.6 

15.2 

22.4 

56-2 

194: 

14.6 

14.6 

17.5 

25." 

0.5 

55.3 

1941 .  -  - 

13.5 

—o.s: 

14.3 

15.5 

26." 

0.6 

57.4 

1942 .  .  . 

12.2 

2.0 

10.2 

15." 

28.2 

3.6 

60.7 

1943 .  -  - 

11.0 

1.9 

9.1 

15.4 

26.6 

56.9 

1944 

10.3 

2.1 

S.2 

17.0 

27.6 

7.3 

60.1 

1945 . 

10.0 

1.3 

8.7 

16.0 

29.9 

6.9 

61.5 

1946 .. . 

S.9 

1.6 

7.3 

10.3 

37.3 

7.1 

62.0 

194" .  .  . 

11.9 

2.5 

9.4 

3.0§ 

39.5 

16.5** 

68.4 

1945.  .  . 

14.6 

14.6 

0.6 

37.0 

10.8 

63.0 

1949 .  -  . 

17-4 

17.4 

3.4 

3S.1 

11.3 

70.2 

ly_)\J  .  .  . 

25  2 

25  2 

1.0 

35.6 

q  in 

y.  ± '  ' 

1951.  ■  - 

30.2 

7.2 

23.0 

1.7 

39.3 

16.1 

80.1 

1952 

37.4 

7.8 

29.6 

2.1 

39.1 

6.4 

77.2 

1953 .  . 

43.5 

8.3 

35-5 

-2.1 

40.6 

11.9 

85.9 

Five- Yea 

r  Projection 

1954 . . . 

49.5 

S.6 

41.2 

-0.4 

40.9 

10.4 

92.1 

1955 .  .  . 

54.5 

9.1 

45.7 

0.7 

41.4 

12.0 

99.8 

1956  .  . 

59.S 

9.6 

50.2 

1.0 

41.9 

13.9 

107.0 

195". 

64.7 

10.1 

54.6 

0.3 

42.2 

16.1 

113.2 

195S. 

69.2 

10.6 

5S.6 

-0.3 

42.5 

18.6 

119.4 

*  Gains  from  ordinary  operations  only. 

+  Where  no  amount  is  shown  in  this  column  the  miscellaneous  item  represents  a  net  loss  instead  of  a  gain  and 
has  been  deducted  from  the  mortality  gain.  Effect  of  group  and  personal  accident  and  sickness  operations  included 
in  this  item  for  1951.  1952.  1953.  and  the  five  projection  years. 

%  After  taking  credit  for  refund  of  taxes. 

§  After  charging  S4.0  which  was  added  to  the  employees  retirement  plan  reserves  as  a  result  of  a  salary  increase. 
After  charging  $3.0  which  was  added  to  the  employees  retirement  plan  reserve  as  a  result  of  an  amendment  to 
the  plan  and  Si. 4  which  was  required  as  a  reserve  for  the  building  sen-ice  employees  retirement  plan  which  was 
established  in  1948. 

"  Includes  nonrecurring  items  totaling  S8.0. 

t+  After  deducting  federal  income  tax  of  S4.0  which  in  1950  was  treated  as  a  charge  against  total  insurance 

gains). 
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Insurance  Gains,  Net  Over-all  Gains,  and  Dividends  to  Policyholders 
(Amounts  Represent  Millions  of  Dollars) 


Net  Ov 

er-all  Gains 

Year 

Insurance 
Gams  after 
Federal 

T 

invest  m  e  n  t 
Gains* 

n 

L/IVIDENDS  JJECLARED 

for  Payment  in 
Following  Year| 

%  of  Dividends 
to 

Insurance  Gains 

Income  Taxes 

1928  

$  57.6 

$  -0.2 

$53.8 

93-4% 

1929  

58.8 

-1.0 

57.4 

97.6 

iy:>u  

59.0 

—  0.5 

58.1 

98.5 

lyji  

61.4 

—  11.8 

50.6 

82.4 

lyjL  

62. 3 

10.5 

41.7 

66.9 

1933  

61.8 

—  20.4 

38.5 

62.3 

1934  

44.0 

-7.0 

36.6 

83.2 

1935  

51.9 

-1.6 

32.1 

61.8 

lyjo  

55-3 

5.9 

30.6 

55.3 

i-yj  1  

58.3 

—  29.0 

32.0 

54.9 

1938  

52.5 

—  10.7 

33.3 

63.4 

i  nm 

iy.>y  

56.2 

—  11.4 

31.4 

55.9 

1940  

58.3 

-23.8 

31.0 

53.2 

iy4i  

57.4 

—  15.1 

24.5 

42.7 

194?  

60.7 

1.0 

25.7 

42.3 

1943  

56.9 

27.0 

26.9 

47.3 

1944  

60.1 

35.8 

28.9 

48.1 

1945  

61.5 

42.9 

31.1 

50.6 

1946  

62.0 

16.5 

33.4 

53.9 

1947  

68.4 

2.9 

29.7 

43.4 

1948  

63.0 

6.6 

36.6 

58.1 

1949  

70.2 

13.3 

38.2 

54.4 

1950  

73.9 

15.9 

45.0 

60.9 

1951  

80.1 

-16.4 

47.4 

59.2 

1952  

77.2 

13.9 

52.6 

68.1 

1953  

85.8 

-7.9 

62.1 

72.4 

Five- Year  Projection]: 

1954  

92.1 

No  investment 

65.9 

71.6 

1955  

99.8 

gains  or  losses 

69.9 

70.0 

1956  

107.0 

assumed 

72.1 

67.4 

1957  

113.2 

75.2 

66.4 

1958..  

119.4 

78.2 

65.5 

*  Profit  and  loss  on  sale  or  maturity  of  ledger  assets,  adjustments  in  book  value  of  ledger  assets,  and  changes  in 
reserve  for  foreign  currencies. 

t  Following  usual  practice,  the  dividends  declared  at  the  end  of  a  year  on  group  coverages  are  substantially  less 
than  the  dividends  which  will  be  paid  in  the  following  year. 

%  With  respect  to  dividends  declared  on  ordinary  insurance  under  editions  of  policies  prior  to  the  new  series,  use 
was  made  of  the  1954  scale  (giving  effect  to  the  elimination  of  negative  disability  elements  by  1955).  For  the 'new 
series,  the  dividend  scale  in  the  1954  dividend  illustration  booklet  was  used.  However,  the  dividend  scale  is  subject  to 
change  from  year  to  year. 
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balance.  For  the  years  1956,  1957,  and  1958,  net  gains  of  $1,900,000, 
$4,100,000,  and  S6, 500,000,  before  dividends  are  projected.  The  amounts 
of  the  projected  miscellaneous  gains,  after  taking  account  of  the  projected 
results  under  group  insurance,  group  annuities,  the  employee  protection 
plan,  and  personal  accident  and  sickness  operations  are,  therefore,  $10,- 
400,000  for  1954,  $12,000,000  for  1955,  S13,900,000  for  1956.  Sl6,100,- 
000  for  1957,  and  S18,600,000  for  1958. 

III.  Tables 

Tables  1,  2,  and  3  [pages  597-99]  have  been  prepared  illustrating  the  projec- 
tions for  the  years  1954  to  1958,  inclusive.  The  corresponding  figures  for  the 
years  1928  to  1953  have  also  been  included. 

department.  We  helped  to  change  that  fashion  to  where  effectiveness 
of  operation  and  not  the  number  of  people  is  the  base  of  appraisal. 

#    #    #    #  # 

Scott:  What  is  your  chief  ambition  for  the  organization?  What 
would  you  like  to  be  remembered  as  having  accomplished  while  you 
were  with  this  company? 

Marsden:  I  would  like  to  be  remembered  as  having  left  an  alert, 
ably  staffed,  and  well-organized  company,  and  a  strong  board  of  direc- 
tors. This  means  having  and  training  the  right  people  to  carry  on.  I'm 
thinking  here  not  only  of  officers  but  also  of  the  departmental  level. 
Depth  is  important.  Feeling  that  you  have  helped  develop  good  people 
is  a  source  of  great  satisfaction. 

[Mr.  Marsden  left  at  this  time  to  keep  another  appointment.} 

Gray:  Business  cycles  have  comparatively  little  effect  on  our  indus- 
try. Also,  in  our  business,  where  much  of  the  daily  work  falls  into  the 
mass-operation  category,  there  are  relatively  few  so-called  good  jobs. 
We  have  succeeded  in  upgrading  work,  but  progression  is  still  rela- 
tively slow  because  we  have  little  personnel  turnover,  except  at  the 
clerical  level.  In  any  organization  with  steady  employment,  ir  is  very 
easy  for  some  people  to  coast  along.  They  feel  they  don't  need  to  get 
ulcers,  or  become  very  disturbed.  I'm  in  no  way  critical  of  our  organi- 
zation, but  I  would  not  be  a  realist  if  I  didn't  ask  whether  this  could 
happen  to  us. 

Scott:    Would  you  tell  me  a  little  about  your  background? 
Gray:    Before  I  came  with  Pilgrim,  I  was  in  the  public  relations 
business.  I  was  executive  vice  president  of  Stuyvesant  Corporation,  an 
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organization  of  300  people.  Because  there  was  so  much  travel,  I  de- 
cided to  make  a  change.  A  mutual  friend  informed  Mr.  Lane,  former 
president  and  chairman  of  the  board,  that  I  was  planning  to  make  a 
change.  Following  this,  we  had  luncheon  one  day,  but  nothing  came 
of  it.  Soon  after,  I  became  associated  with  the  Edwards  organization, 
and  found  my  new  job  very  enjoyable.  However,  six  months  later  Mr. 
Lane  called  again,  and  asked  me  to  lunch.  He  said  that  changes  were 
in  prospect,  and  asked  if  I  was  still  interested.  One  month  later,  he 
invited  me  to  join  Pilgrim.  After  taking  three  months  to  make  up  my 
mind — I  can't  understand  now  why  I  took  this  long — I  made  the  de- 
cision to  join  Pilgrim,  which  has  turned  out  to  be  a  very  happy  one 
for  me. 

My  first  responsibility  was  to  take  charge  of  personnel.  During  my 
early  years  with  the  company  I  worked  closely  with  both  Mr.  Lane, 
our  president,  and  Mr.  Reid,  our  senior  vice  president.  Shortly  after 
Mr.  Reid  resigned,  Mr.  Lane  became  chairman  of  the  board  and  Mr. 
Marsden  was  elected  president.  One  year  later  I  became  the  senior  vice 
president.  In  1953  I  was  elected  president  of  the  company. 

Mr.  Marsden  and  I  did  not  know  a  great  deal  about  life  insurance. 
We  were  free  to  ask  questions  because  of  our  not  knowing.  Together 
we  got  a  picture  of  the  life  insurance  industry  and  the  company.  I 
know  the  organization  well — the  people,  their  strengths  and  weak- 
nesses. Mr.  Marsden  was  extremely  pleasant,  agreeable,  and  easy  to 
talk  to.  You  always  felt  you  were  working  with  him  instead  of  for  him. 
His  office  was  always  open  to  anyone.  Employees  immediately  came  to 
regard  him  as  a  human  person.  We  had  a  lot  of  people  with  good 
ideas,  and  they  were  able  to  talk  them  over  with  him. 

SCOTT:  Such  an  atmosphere  and  easy  approach  to  the  top  man 
soon  seeps  down  to  the  lower  echelons  of  management. 

Gray:  Mr.  Marsden  encouraged  people  to  make  suggestions,  ex- 
periment, and  make  changes.  His  approach  was  an  appraisal  of  a  per- 
son's thinking  processes,  judgment,  progressiveness,  and  ability  to  sell 
ideas  to  management.  He  made  it  clear  that  the  biggest  mistake  a  per- 
son could  make  was  to  insist  at  all  times  upon  maintaining  the  status 
quo.  He  believes  it  is  bad  for  an  organization  to  have  people  try  to 
avoid  criticism  by  doing  nothing.  He  encourages  the  idea  of  change, 
not  just  for  the  sake  of  change,  but  to  initiate  new,  progressive  ideas. 
We  did  not  move  too  quickly,  but  helped  people  engage  in  construc- 
tive thinking.  We  do  not  write  memos  ordering  changes.  Memos  re- 
garding organization  structure  or  policy  matters  are  memos  confirm- 
ing the  outcome  of  previous  mutual  discussion. 
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Scott:  You  mean  that  general  agreement  is  reached  on  such  mat- 
ters before  anything  is  ever  put  down  on  paper? 

Gray:  That's  right.  We  assembled  a  team  of  key-management  peo- 
ple who  are  concerned  with  the  policy  decision  under  consideration. 
At  first,  the  strongest  advocates  were  often  the  people  who  had  the 
greatest  influence.  Now  the  strongest  advocates  of  decisions  are  the 
members  of  the  committees  who  worked  the  problem  through  to  a 
decision.  Thus,  the  decisions  reached  by  such  groups  were  real  group 
decisions  agreed  upon  after  full  discussion  and  complete  information. 
Frequently  it  takes  months  to  reach  some  policy  decisions;  timing  is  im- 
portant in  many  areas. 

Scott:    That  might  not  be  long  on  some  questions. 

Gray:  Few  real  policy  decisions  can  be  made  quickly.  Timing  is 
extremely  important. 

Scott:  You  have  had  some  important  changes  here  in  the  last 
decade.  How  did  you  avoid  the  committee  conundrum  of  becoming 
tied  up  in  meetings  without  getting  concrete  results? 

Gray:  We  made  committee  chairmen  responsible  for  obtaining 
results.  This  places  a  premium  on  a  chairman  who  is  adept  in  bringing 
the  combined  talents  of  the  group  to  bear  on  the  problems.  We  have  no 
trouble  in  getting  people  to  speak  up.  No  one  pulls  punches.  For  instance, 
in  a  public  relations  committee  meeting  just  yesterday,  several  men 
were  holding  forth  violently  against  some  views  that  Mr.  Marsden  and 
I  held.  You  don't  have  to  say  "yes"  around  here. 

To  a  great  extent,  committee  work  depends  on  the  staff  work  done 
for  the  chairman.  Without  proper  staff  work  the  decisions  won't  be 
good  ones.  Whenever  it  appears  that  a  committee  lacks  information, 
we  adjourn,  obtain  the  information,  and  talk  the  problem  over  again. 
Whenever  there  is  disagreement  with  a  decision  that  I  want  to  make 
as  a  chairman,  I  usually  suggest  thinking  the  proposition  over  for  a  day 
or  two.  During  this  time  lapse,  I  don't  go  around  to  X,  Y,  or  Z  to 
try  and  force  my  views.  If,  when  we  reconvene,  they  still  feel  the 
same,  I  let  the  decision  go  through  as  the  majority  wishes.  A  chairman 
doesn't  have  all  the  good  ideas.  Any  chairman  here  who  tries  to  domi- 
nate a  committee  is  considered  a  poor  chairman.  On  occasion  I  have 
overruled  a  committee  decision  and  told  them  why.  Since  the  decision 
was  my  responsibility  I  would  make  it;  if  I  am  proved  wrong,  I  admit 
an  error  in  judgment. 

Scott:  Have  you  had  occasion  to  overrule  many  committee  de- 
cisions? 

Gray:  No,  few  changes  are  necessary  in  majority  decisions.  This 
is  a  healthy  sign.  But  thinking  patterns  can  be  changed  in  a  committee. 
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I  like  to  leave  a  situation  so  that  people  feel  they  can  change  their 
minds.  Mr.  Marsden  has  placed  increased  emphasis  on  the  operations 
of  these  committees.  [At  this  point  all  present  in  the  meeting  walked 
over  to  a  large  organization  chart  hanging  on  one  wall  of  the  room.] 
He  holds  the  chairman  responsible  for  results.  We  rotate  committee 
personnel  and  give  younger  men  experience  as  committee  members 
and  chairmen. 

SCOTT :  I  gather  committee  chairmen  are  not  necessarily  senior 
men  in  the  company? 

Gray:  No,  look  at  the  space  committee  (points  to  chart).  James 
Long  is  by  no  means  a  senior  man,  but  everyone  would  have  been  sur- 
prised if  he  hadn't  been  chairman  of  this  committee  because  he  knows 
so  much  about  our  space  requirements.  He  was  the  best  man  for  the 
job,  and  we  put  him  in  it. 

This  two-man  committee  on  special  research  (points  to  chart)  was 
set  up  under  peculiar  circumstances.  Both  these  men  had  a  wealth  of 
technical  knowledge,  but  they  were  too  close  to  retirement  to  take 
over  as  department  heads.  When  a  man  steps  in  as  a  department  head, 
he  should  be  able  to  look  forward  to  a  few  years  of  active  service  in 
the  job.  In  this  instance  we  had  some  younger  men  who  filled  that  re- 
quirement. 

People  are  the  most  important  assets  of  an  organization.  We  have 
leaned  over  backward  to  make  sure  that  happy  relations  were  main- 
tained. The  special  committee  I  just  mentioned  is  an  example.  Per- 
haps the  move  should  have  been  made  three  or  four  years  ago.  We 
think  that  you  should  move  slowly  in  building  an  organization.  New 
people  generally  have  more  respect  for  facts  and  less  for  tradition, 
whereas,  most  old-timers  often  think  that  because  a  thing  hasn't  been 
done  in  the  last  ten  years,  it  shouldn't  be  done.  We  think  that  the 
encouragement  of  people  to  assume  responsibility  is  the  key  factor  in 
our  long-run  success. 

Scott:  Can  top-management  people  review  operations  with  com- 
mittees? 

Gray:  Yes,  Mr.  Marsden  and  I  meet  with  most  of  the  key  com- 
mittees. 

Scott:    Which  committee  would  you  say  was  most  important? 

Gray:  I  couldn't  answer  that.  I  can't  single  out  one  committee  as 
being  the  most  important,  because  different  committees  would  be  more 
important  at  different  times. 

Scott:  Are  the  executive  officers  ever  brought  together  on  a  for- 
mal basis? 

Gray:    No,  they  do  not  meet  as  a  group.  On  important  questions 
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they  talk  to  Mr.  Marsden  or  myself.  If  another  department  is  involved, 
we  get  two's  and  three's  together  to  talk  over  problems.  Since  we  op- 
erate as  a  team,  I  have  a  very  close  relationship  with  some  depart- 
ments; Mr.  Marsden  has  with  others.  This  organization  chart  isn't 
ironclad,  and  it  can  be  very  misleading  if  you  think  of  it  as  a  chan- 
neling of  communications. 

Kenny:  Another  thing  we  could  mention  is  our  management  in- 
doctrination or  training  program.  We're  attempting  to  get  specialized 
people  out  of  their  own  little  boxes.  For  instance,  some  of  our  agency 
people  have  attended  financial  training  programs. 

Gray:  Yes,  we  present  opportunities  to  men  to  enter  into  other 
phases  of  the  business.  This  seems  to  be  the  proper  thing  to  do.  Years 
ago  each  man  was  considered  to  have  an  airtight  little  department,  but 
now  the  concept  has  changed.  Fifteen  years  ago,  interdepartment  study 
was  not  welcomed.  I  would  say  that  idea  has  broken  down  within  the 
last  ten  years.  The  idea  of  transplanting  people  between  departments 
has  gained  popularity. 

*  Scott:  Was  there  a  dominant  department  in  the  company  ten 
years  ago? 

Gray:  Yes,  the  actuarial  department.  For  example,  in  those  days 
the  chief  actuary  had  charge  of  personnel,  dining  rooms,  the  medical 
department,  the  printing  plant,  and  several  other  totally  unrelated  de- 
partments. Today  the  chief  actuary  deals  with  insurance  and  actuarial 
questions. 

Scott:  Are  all  men  with  the  rank  of  vice  president  executive 
officers? 

Gray:  Yes.  Our  executive  officers  are  the  chairman  of  the  board, 
president,  senior  vice  presidents,  vice  presidents,  secretary,  and  treas- 
urer. These  men  can  commit  the  company  within  their  delegated  au- 
thority. Authority  of  the  officers  is  set  forth  in  our  rules  and  regula- 
tions. 

Scott  :  When  someone  comes  to  see  you,  do  you  ever  ask  him  to 
what  people  he  has  talked  before  he  came  to  you? 

Gray:  My  general  impression  is  that  if  anyone  comes  to  me,  his 
boss  knows  about  it,  or  has  suggested  he  come.  In  nearly  all  cases  he 
and  his  boss  will  have  talked  over  the  problem. 

Scott:    Organization  lines  are  maintained,  then? 

Gray:  Yes,  a  wise  selection  of  people  will  do  this.  I  often  call  a 
man  lower  down  in  the  organization  because  he  knows  the  answer  to 
a  particular  question.  His  superior  will  not  resent  my  dealing  directly. 

Scott:    Were  there  switches  in  the  people  you  dealt  with  or  com- 
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munication  channels  when  Mr.  Marsden  became  chairman  of  the 
board? 

Gray:  No,  none  to  speak  of.  The  broad  picture  is  this.  Mr.  Mars- 
den usually  suggests  exploration,  and  then  leaves  it  to  me  to  get  it 
under  way.  He  presumes  that  next  time  he  will  hear  about  it  is  when 
something  has  been  done.  Usually  I  will  talk  over  a  proposition  infor- 
mally with  other  officers  and  study  it.  We  then  meet  with  committees 
and  groups  at  lunch  or  other  times.  For  instance,  recently  the  whole 
question  of  cost  accounting  was  raised  for  review.  A  committee  was 
formed  and  is  giving  detailed  study  to  this  important  matter.  We  keep 
the  chairman  fully  advised. 

Scott:  Would  you  choose  a  technical  specialist  to  be  the  chairman 
of  a  committee  to  study  a  general  company  problem? 

Gray:  Well,  some  would  be  ready  for  this,  and  some  would  not. 
I  can  think  of  many  able  technicians  who  could  handle  that  kind  of 
responsibility,  but  I  would  have  to  say  that  that  is  not  true  of  all. 

Scott:    How  do  you  encourage  men  to  think  broadly? 

Gray:  By  giving  them  responsibility  on  over-all  problems. 
Sperry,  our  financial  man,  is  now  chairman  of  the  budget  and  cost 
committee;  Everett,  our  agency  man,  is  chairman  of  our  group  com- 
mittee; and  Steeves,  our  comptroller,  is  chairman  of  the  procedures 
committee.  This  gives  them  an  opportunity  to  take  an  over-all  view. 
When  I  became  senior  vice  president,  I  took  over  everything  that 
didn't  rightly  belong  to  anyone  else.  Over  a  period  of  time  we  changed 
this  and  put  things  in  the  hands  of  people  best  qualified  to  handle 
them. 

The  amount  of  unknown  talent  in  any  large  organization  is  per- 
fectly astounding — and  encouraging.  The  only  way  to  find  new  talent 
is  by  opening  doors.  People  respond  to  opportunities.  Opening  doors 
so  that  people  can  respond  to  new  opportunities  is  one  of  the  primary 
responsibilities  of  top  management.  To  see  people  grow  is  one  of  the 
principal  satisfactions  of  management. 

Scott:    It  is  a  personal  satisfaction  to  you  to  see  people  flower? 

Gray:  Yes.  A  phrase  I  like  to  use  in  regard  to  this  is  seeing  a  per- 
son come  into  "full  maturity."  You  can  look  at  "Joe"  and  say  he  looks 
good.  Of  course,  you  never  really  know  how  good  "Joe"  is  until  you 
give  him  an  opportunity.  Once  in  a  rare  while,  "Joe"  just  doesn't  have 
it — he  has  reached  his  limit — but  usually  he  does,  and  you  would  be 
astonished  at  some  of  the  results. 

One  of  my  main  ambitions  is  to  leave  the  company  in  the  hands  of 
competent  people.  This  and  watching  people  come  into  full  maturity 
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are  my  chief  personal  satisfactions.  If  vou  leave,  and  people  aren't 
really  ready  to  take  over,  vou  hope  you'll  get  good  reports,  but  you 
aren't  sure  they  will  do  a  first-rate  job.  You  don't  get  much  satisfaction 
leaving  things  that  way.  The  best  way  to  bow  out  is  to  leave  X,  Y.  or 
Z  running  the  company,  knowing  that  he  will  do  a  good  job. 

Scott:  You've  been  here  12  years  and  have  seen  this  pattern  of 
trying  to  do  the  sensible  thing.  Looking  back,  what  would  vou  say  were 
the  major  accomplishments  since  19-42? 

Gray:  Well,  there  is  a  summary  list  of  important  developments 
since  1942.  You  can  get  a  copy  from  Paul  (see  Exhibit  2). 

Exhibit  2 

PILGRIM  LIFE  INSURANCE  COMPANY  >B) 
Major  Developments.  1942-54 

Reorganizations  : 


1.  Departmental  (major): 


Agency 

Inspection 

Treasury 

Actuarial 

Medical 

Purchasing 

Comptroller's 

Supplies 

Policy  settlements 

Investment 

Issue  and  change  of  policies 

Personnel 

Real  estate  and  mortgage  loan 

Auditing 

Law 

Files 

Briefs 

Mail 

Agency  service 

New  Fields: 

1.  Housing  3.  Accident  and  sickness  insurance. 

2.  Group  insurance.  4.  Major  medical. 

Personnel: 

1.  Greater  attention  to  personnel  questions  in  general. 

2.  Improvement  in  salary  scales. 

3.  Better  recruiting  procedures — home  office  and  field. 

4.  Addition  of  experienced  personnel  from  outside. 

5.  Improvement  in  employee  morale. 

6.  Centralization  of  responsibility  for  all  mattets  relating  to  personnel. 

7.  Improvements  in  retirement  program. 

8.  Retirement  plan  for  building  service  employees. 

9.  Employees'  magazine  (Pilgrim  Life  News). 

10.  Encouragement  for  employees  to  continue  education. 

11.  Delegation  of  more  responsibility  to  department  heads. 

12.  Providing  greater  opportunities  for  advancement. 

13.  Group  plan  for  employees. 
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Procedures  (Major): 

1.  Stub  accounting. 

2.  Elimination  of  premium  receipt. 

3.  Payment  of  death  claims  and  making  of  loans  in  branch  offices. 

4.  Cost  studies. 

5.  Method  of  collecting  monthly  premiums. 

6.  Mechanization  premium  accounting. 

7.  Simplification  of  automatic  premium  loan  procedure. 

8.  Review  and  simplification  of  all  forms. 

9.  Photo  copying  equipment. 

10.  Study  of  electronic  equipment  possibilities. 

11.  Growth  in  use  of  mechanical  equipment. 

Agency: 

1.  Agents  council. 

2.  Appointment  of  field  vice  presidents. 

3.  Use  of  training  films. 

4.  Broadening  and  intensification  of  training  program. 

5.  Improvement  of  promotional  material. 

6.  Closer  relationship  between  home  office  and  the  field. 

7.  Business  insurance. 

8.  Programming. 

9.  Decentralization  through  branch  offices. 

10.  Market  research. 

11.  Increase  in  number  of  branch  offices. 

12.  Improvement  in  quality  of  agents  and  managers. 

New  Departments: 

1.  Housing. 

2.  Planning  and  research. 

3.  Personnel. 

4.  Public  relations. 

5.  Home  office  printing. 

6.  Group  insurance. 

7.  Accident  and  health  insurance. 

New  Committees: 

1.  Public  relations. 

2.  Committee   on    insurance  af- 
fairs. 

3.  Space. 

4.  Procedures. 

5.  Suggestions. 

6.  Budget. 

7.  Review  committee  of  board. 


8.  Methods. 

9.  Underwriting. 

10.  Budget  and  cost  department, 

11.  External  affairs. 

12.  Underwriting  research. 

13.  Records  division. 


8.  Group. 

9.  Accident  and  sickness. 

10.  Cost  study. 

11.  Civil  defense. 

12.  Job  evaluation. 

13.  Forms. 

14.  Contributions. 
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Exhibit  2 — Continued 

New  Programs: 

1.  Management  development. 

2.  Letter  writing. 

3.  Advertising. 

4.  Job  evaluation. 

5.  Merit  rating. 

6.  Air  conditioning,  lighting,  painting- 

7.  Contributions. 

8.  Budgeting  and  budget  control. 

9.  Record  control. 

10.  Improvements  in  printing  plant. 

11.  Storage  decentralization. 

Miscellaneous: 

1.  Study  by  outside  auditors. 

2.  Revision  of  rules  and  regulations. 

3.  Installation  of  dial  phones. 

4.  Eliminating  premium  collection  department. 

5.  Development  of  company's  organization  chart. 

6.  Improvement  in  annual  report  to  policyholders. 

7.  Changes  in  bylaws. 

8.  Improvement  of  material — "Information  for  Board  of  Directors." 

9.  Greater  participation  in  industry  affairs. 
10.  Growth  in  prestige  and  size. 


— better  utilization  of  space. 
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During  John  Scott's  visits  in  the  spring  of  1954  with  Mr.  Marsden,2 
Mr.  Gray,3  and  Mr.  Cannon,4  of  the  Pilgrim  Life  Insurance  Company, 
the  external  affairs  department  was  discussed  on  several  occasions.  Ex- 
cerpts from  Scott's  notes  follow: 

Cannon:  The  external  affairs  department  was  originally  set  up 
for  planning  and  research.  It  was  organized  by  Messrs.  Lane,5  Mars- 
den, and  Gray  in  February,  1948. 

I  was  first  informed  of  the  new  department  concept  one  day  when 
Mr.  Marsden  called  me  to  his  office.  Since  I  was  an  assistant  general 
counsel  at  that  time,  I  assumed  we  would  discuss  a  legal  matter;  I 
had  no  idea  that  he,  Messrs.  Lane  and  Gray  wanted  to  talk  about  a 
new  department.  However,  they  stated  their  ideas  regarding  the  new 
department  and  indicated  that  they  would  like  to  have  me  undertake 
to  set  it  up.  I  replied,  "But  I'm  a  lawyer —  by  both  training  and 
experience — I  fear  I  wouldn't  be  qualified  for  this  kind  of  work." 
Nevertheless,  Messrs.  Lane,  Marsden,  and  Gray  asked  me  to  consider 
the  proposition — take  time — and  give  them  an  answer  within  a  few 
days.  After  thinking  the  matter  over  I  decided  to  undertake  the  assign- 
ment. 

This  memo  to  department  heads  announced  the  formation  of  the  de- 
partment (hands  Scott  memo). 

Office  Memorandum  Date:  February  16,  1948 

To:  Heads  of  Departments  Subject:  Office  of  Planning 

From:  John  Lane,  Chairman  of  the  Board  and  Research 

In  further  recognition  of  the  growing  importance  of  over-all  information 
and  research  in  the  development  of  the  affairs  of  the  company,  a  new  office  has 
been  established  and  will  be  known  as  the  office  of  planning  and  research.  As- 


1  All  names  have  been  disguised. 

2  Mr.  Marsden  was  chairman  of  the  board. 

3  Mr.  Gray  was  president. 

4  Mr.  Cannon  was  a  second  vice  president. 

5  Mr.  Lane  was  chairman  of  the  board  in  1948. 

609 


610         PROBLEMS  OF  GENERAL  MANAGEMENT 


sistant  general  counsel  Cannon  has  been  appointed  an  assistant  vice  president 
and  will  be  the  officer  in  charge. 

In  general,  the  responsibility  of  the  office  of  planning  and  research  will  be 
to  handle  matters  assigned  to  it  by  the  chairman  of  the  board,  the  president,  and 
the  senior  vice  president;  conduct  and  supervise  studies  to  develop  information 
that  will  be  helpful  to  the  company  in  the  operation  of  its  business;  maintain 
statistical  and  informative  materials;  and  undertake  such  studies  as  may  be 
needed  by  the  officers  of  the  company  in  the  interest  of  their  respective  depart- 
ments and  prepare  necessary  charts  and  reports. 

This  new  office  does  not,  of  course,  displace  any  other  department,  division, 
or  office  of  the  company.  It  shall  be  responsible  to  the  chairman  of  the  board, 
the  president,  and  senior  vice  president.  Mr.  Cannon  shall  have  such  assistance 
as  he  may  need  from  the  several  departments,  divisions,  and  offices  of  the  com- 
pany and  will.  I  am  sure,  receive  the  full  co-operation  of  companv  personnel. 

If  this  new  office  is  to  perform  the  services  anticipated,  adequate  provision 
must  be  made  for  a  staff  that  has  specialized  training  and  experience  in  various 
fields.  The  selection  and  organization  of  such  a  staff  will,  of  course,  take  some 
time.  Mr.  Glen  Barstow  and  the  staff  of  the  office  of  economic  review  will  be- 
come a  part  of  the  staff  of  the  new  office. 

John  Lane 

Chairman  of  the  Board 

Cannon:  The  original  idea  Messrs.  Lane,  Marsden,  and  Gray  had 
was  that  the  department  would  be  a  small  group  to  work  as  staff  ad- 
visers to  them  on  broad,  basic  policy  problems,  that  cut  across  depart- 
mental lines.  We  were  very  careful  in  our  relationships  with  the 
other  departments.  It  was  understood  that  departmental  executives 
might  get  the  idea  that  someone  might  undertake  to  check  matters 
pertaining  to  their  operations.  Because  of  the  likelihood  of  such  mis- 
understandings, the  first  thing  I  did  was  to  go  to  all  the  departmental 
officers,  explain  the  purpose  of  the  new  department,  discuss  what  we 
proposed  to  do,  and  ask  for  their  co-operation.  I  also  mentioned  that 
we  would  need  their  help  and  that  we  would  occasionally  ask  them 
to  assign  one  or  more  of  their  bright  young  men  to  us  for  work  on 
special  projects. 

Our  first  assignment  was  the  review  and  revision  of  reports  to  be 
submitted  to  the  board  of  directors.  Mr.  Marsden  felt  that  the  informa- 
tion reports  to  the  board,  for  consideration  during  meetings,  needed  re- 
vision because  they  were  unwieldy  and  hard  to  use.  After  studying  the 
problem,  we  helped  revise  the  reports  to  their  present  form. 

Another  project  for  which  we  were  largely  responsible  was  the 
preparation  of  a  brief  in  support  of  proposed  amendments  to  Section  81 
of  the  New  York  State  insurance  laws.6  One  of  these  amendments 


6  Among  other  things,  Section  81  governed  the  investment  possibilities  for  insurance 
companies  operating  in  New  York  State. 


PILGRIM  LIFE  INSURANCE  COMPANY  (C)  611 


would  allow  insurance  companies  to  invest  in  common  stocks  (see  Ex- 
hibit 1 ) .  This  project  was  also  a  typical  example  of  how  we  worked. 
In  1950  Mr.  Marsden  first  took  up  the  problem  of  having  Section  81 
amended.  In  giving  me  the  assignment,  he  said,  "As  you  know  there 
have  been  several  abortive  attempts  made  to  change  Section  81,  in 

Exhibit  1 

PILGRIM  LIFE  INSURANCE  COMPANY  (C) 
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regard  to  common  stock  investments.  Would  you  think  about  this,  and 
see  me  again  soon." 

Other  companies  domiciled  in  New  York  were  asked  to  join  in  an 
effort  to  have  the  law  amended.  A  committee  of  six  leading  financial 
men  from  life  insurance  companies  of  New  York  State  was  established 
to  agree  upon  and  co-ordinate  efforts  to  have  the  proposed  amend- 
ments adopted. 

This  committee  met  from  time  to  time  to  consider  and  eventually 
approve  a  brief,  in  support  of  various  amendments  of  Section  81,  in- 
cluding an  amendment  which  would  allow  insurance  companies  to 
invest  in  common  stocks.  Copies  of  the  brief  were  made  available  to 
all  of  the  domestic  insurance  companies,  the  superintendent  of  insur- 
ance, and  the  counsel  of  the  joint  legislative  committee  on  insurance 
rates  and  regulations.  Everyone  knew  what  was  going  on,  and  as  modi- 
fied drafts  of  the  brief  were  produced,  copies  were  sent  to  all  concerned 
for  comment. 

After  agreement  was  reached  on  the  final  draft  of  the  brief,  the 
committee  considered  ways  and  means  of  presenting  the  proposed 
amendments  to  the  legislature.  Since  the  Life  Insurance  Association  of 
America  and  the  American  Life  Convention  (life  insurance  trade 
associations)  generally  represent  the  industry  in  seeking  the  enact- 
ment of  legislation  beneficial  to  life  insurance,  these  associations  were 
asked  to  co-operate  in  submitting  the  proposed  amendments  to  the 
legislature. 

Legislative  hearings  were  then  arranged,  and  the  committee  provided 
expert  witnesses  to  testify  regarding  all  of  the  proposed  amendments. 
Eventually,  most  of  these  were  passed  by  the  legislature  with,  of  course, 
some  changes,  and  signed  by  the  governor. 

Other  projects  on  which  we  have  worked  were  the  group  insurance 
reports7  studies  of  federal  and  state  insurance  laws  and  regulations, 
legislation,  federal  and  state  tax  laws,  and  product-line  research.  (Pick- 
ing up  file  from  desk. )  This  is  my  decentralization  folder.  It  contains 
data  regarding  another  interesting  matter  which  we  will  be  dealing 
with  soon.  It  raises  broad  questions  regarding  regionalization  and  de- 
centralization. Potentially  further  decentralization  offers  the  advantages 
of  better  service  to  policyholders,  borrowers,  and  agents,  improved 
public  relations,  lower  labor  costs,  greater  accessibility  to  markets,  and 
easier  development  of  managerial  talent.  However,  it  may  present 
problems  of  administrative  co-ordination  and  control,  problems  of 


7  See  Pilgrim  Life  Insurance  Company  (D) . 


PILGRIM  LIFE  INSURANCE  COMPANY  (C)  613 

communications,  problems  of  duplicating  records,  and  limitations  on 
the  company's  opportunity  to  utilize  electronic  equipment  and  to  secure 
maximum  advantages  from  specialization  of  personnel. 

This  project  is  just  in  its  beginning  stage.  Here  is  a  memo  that 
covers  some  of  the  broad  areas  for  consideration  (see  Exhibit  2).  We 
have  already  had  one  committee  meeting  to  discuss  this  subject  (see 
Exhibit  3,  page  618),  but  I'm  not  sure  how  rapidly  we  will  be  able  to 
develop  fully  the  information  which  will  be  needed  for  a  thorough  con- 
sideration of  this  matter. 

#     #     #     #  # 

Gray:  This  department  provides  staff  assistance  for  top  manage- 
ment on  problems  at  the  broad  policy  level  of  consideration.  As  soon 
as  the  problems  are  resolved  to  the  implementation  or  action  stage, 
they  are  turned  over  to  operating  department  officers,  and  the  depart- 
ment of  external  affairs  has  little,  if  anything,  to  do  with  them  there- 
after. 

Marsden:  In  October,  1953,  after  consultation  with  Paul,  Mr. 
Gray  and  I  decided  that  the  emphasis  of  the  department  should  be 
changed.  Studies  to  determine  whether  operations  should  be  broadened 
had  been  done,  and  outside  relationships  had  become  more  important. 
Research  departments  had  been  set  up  on  a  departmental  basis,  and 
it  was  no  longer  necessary  to  have  a  centralized  research  department. 
Therefore,  we  modified  the  duties  of  the  department  and  changed  its 
name  to  the  "external  affairs"  department. 

^*  ^  -X* 

Cannon:  Pilgrim's  handbook  contains  the  following  description 
of  our  department's  duties  and  responsibilities: 

External  Affairs  Department 
Responsible  for : 

1.  Handling  matters  assigned  by  the  chairman  of  the  board,  the  president,  and 
the  senior  vice  president. 

2.  Handling  problems  concerning  proposed  legislation,  legislative  hearings, 
and  federal  and  state  regulations. 

3.  Representing  the  company  at  meetings  and  conferences  (intercompany, 
trade  associations,  and  others ) . 

Cannon:  Our  1947  staff  of  two  economists,  an  accountant,  a  mar- 
ket research  specialist,  statistician,  and  lawyer  was  decreased  when  the 
department  was  reorganized,  and  now  we  have  a  staff  of  only  five  peo- 
ple. 
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PILGRIM  LIFE  INSURANCE  COMPANY  (C) 

July  20.  1954 

To:  Messrs.  Adams  ( Asst.  V.  P.  Public  Relations ) 
Anderson  (V.  P.  and  Chief  Actuary; 
Baker  ( Medical  Director ) 
Bishop  |  V.  P.  Group  Insurance ) 
Bruce  ( Second  V.  P.  Investments ) 
Cannon  (Second  V.  P.  External  Affairs; 
Carson  (Second  V.  P.  Policy7  Settlements  and  Service) 
Davis  (V.  P.  Agency; 
Donalds  (Second  V.  P.  Actuary) 
Everett  (V.  P.  Agency; 
Findlay  (V.  P.  Investments ) 
Irving  (Second  V.  P.  Public  Relations) 
Jarvis  (General  Counsel) 
Kenny  (Regional  V.  P.; 
Kuntholm  (Treasurer) 
LANG  (Secretary) 
Little  (Housing  Department; 
Rogers  (Second  V.  P.  Insurance  Research) 
Sperry  (V.  P.  Investments; 
Steeves  ( V.  P.  and  Comptroller ; 
Teplow  ( Asst.  V.  P.  Underwriters ) 
UPWORTH  (V.  P.  Personnel; 

WALDON  (Second  V.  P.  Issue  and  Change  of  Policies) 

SOME  FACTORS  TO  BE  CONSIDERED  IN  DISCUSSING  POSSIBLE 
DECENTRALIZATION  AND  REGIONALIZATION  OF 
COMPANY  ACTIVITIES 

At  our  last  meeting,  discussion  indicated  that  before  establishing  a  definite 
pattern  for  further  decentralization  of  companv  activities,  various  factors,  in- 
cluding the  following,  would  require  careful  consideration: 

1.  Service. 

2.  Public  relations. 

3.  Sales. 

4.  Costs. 

5.  Administration. 

6.  Delegation  of  authority. 

7.  Communications. 

8.  Recruiting — agents  and  employees. 

9.  Managerial  development. 

10.  Records. 

11.  Electronic  equipment. 

12.  Space. 

13.  Catastrophic  risks — protection  of  personnel,  records,  and  equipment. 
Further  decentralization  can  potentially  offer  the  advantages  of  better  service 

to  policyholders,  borrowers,  and  agents,  improved  public  relations,  lower  labor 
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costs,  greater  accessibility  to  markets,  and  easier  development  of  managerial  tal- 
ent. On  the  other  hand,  such  decentralization  may  present  problems  of  adminis- 
trative co-ordination  and  control,  problems  of  communications,  problems  of 
duplicating  records,  and  limitations  on  the  company's  opportunity  to  utilize  elec- 
tronic equipment  and  to  secure  maximum  advantages  from  specialization  of  per- 
sonnel. 

As  you  know,  decentralization  can  take  various  forms.  It  may  mean  dispersion 
of  responsibility  for  one  or  more  functions  among  branches  or  among  regional 
offices;  it  may  also  mean  shifting  the  location  of  a  centralized  function  to  some 
city  other  than  New  York.  With  respect  to  each  kind  of  decentralization,  for 
each  possible  function,  the  pertinent  question  is  whether  the  value  of  the  advan- 
tages mentioned  in  the  first  paragraph  outweighs  the  cost  of  overcoming  the 
problems  mentioned  in  the  same  paragraph. 

Of  course,  decentralization  of  a  function  need  not  be  considered  on  an  all-or- 
nothing  basis.  Authority  to  settle  claims,  make  loans,  etc.,  can  be  decentralized 
subject  to  limits,  with  larger  transactions  being  handled  in  the  home  office. 
Therefore,  the  number  of  alternatives  to  be  considered  is  very  large,  consisting 
of  various  kinds  and  degrees  of  decentralization  applied  to  various  functions. 

The  following  outline  sets  forth  some  of  the  questions  that  need  to  be  con- 
sidered in  this  matter.  References  to  particular  functions  are  inserted  for  illustra- 
tive purposes  only.  Although  almost  all  activities  of  the  company  are  represented 
in  these  pages,  we  assume  that  most  of  you  will  concern  yourselves  primarily 
with  the  things  in  which  you  are  directly  interested.  However,  we  are  anxious 
to  have  your  views  on  any  phase  of  the  subject. 

I.  Decentralization  to  the  Branch  Office  Level 

A.  What  is  the  present  extent  of  branch  office  responsibility  and  authority 
with  respect  to: 

1.  Public  relations,  sales  promotion,  agent-recruiting,  and  allied  activi- 
ties. 

2.  Keeping  records  that  are  consulted  by  managers  and  agents. 

3.  Keeping  records  useful  in  answering  policyholders'  questions. 

4.  Premium  billing,  collection,  and  deposit. 

5.  Policy  loans,  surrenders,  death  benefits: 

a)  Authorization. 

b )  Disbursement. 

6.  A  &  S  claims  ( individual,  EPP,  and  group ) : 

a)  Authorization. 

b )  Disbursement. 

7.  Other  disbursements,  and  transfers  of  funds. 

8.  Inspection,  selection  and  rating,  underwriting. 

9.  Compensation  of  the  employees  in  the  branch. 

B.  Is  this  distribution  uniform,  or  do  we  in  some  respects  have  a  system  of 
Class  A  branches  (maximum  authority)  and  Class  B  branches  (mini- 
mum authority)  ? 

C.  What  other  functions  might  be  delegated  to  branch  offices? 

D.  What  problems  would  the  decentralization  of  additional  functions,  or  a 
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greater  degree  of  decentralization  of  existing  functions,  present  with 
respect  to: 

1.  Size,  skill  requirements,  and  versatility  requirements  of  branch  office 
staff. 

2.  Transmission  of  information  bv  wire  and  by  mail. 

3.  Copying  of  information:  duplication,  transfer,  storage  of  records. 

4.  Co-ordination  with  company  practices  and  policies. 

5.  Home  office  appraisal  and  control  of  local  performance. 
E.  What  probable  advantages  would  accrue  in  terms  of — 

1.  Improved  sen-ice  (promptness,  personal  contact). 

2.  Improved  public  relations  (more  conspicuous  office,  more  publicity, 
more  contacts  in  community,  more  prestige  of  local  management). 

3.  Developing  greater  depth  in  managerial  and  executive  talent. 

4.  Lower  labor  costs: 

a)  Directly,  from  lower  prevailing  pay  rates. 

b )  Indirectly,  from  better  working  conditions,  better  esprit,  and 
hence  lower  turnover  and  greater  productivity. 

II.  Regioxalization 

A.  To  what  extent  are  company  activities  now  regionalized  with  respect  to: 

1.  Agencv  management. 

2.  Group  sales  and  service  management. 

3.  Public  relations. 

4.  Investment  management  and  banking. 

5.  Mortgage  loan  management. 

6.  Inspection,  medical,  and  other  aspects  of  underwriting. 

7.  Legal. 

B.  What  additional  company  activities  are  subject  to  possible  regionaliza- 
tion?  For  example: 

1.  General  accounting,  actuarial  and  auditing  work. 

2.  Underwriting. 

3.  Claims  (calculation  and  authorization  of  benefit  payments;. 

4.  Disbursements  (  with  possible  lessening  of  existing  branch  authority) . 

5.  Collection  of  premiums,  loan  repayments,  etc. 

6.  Recruiting  and  contracting  agents. 

C.  What  are  the  potential  advantages  of  regionalization? 

1.  Executive  authority  delegated  to  personnel  more  thoroughly  familiar 
wirh  the  "market"  ( including  investment  opportunities  I . 

2.  Better  administration,  bv  reducing  the  number  of  layers  between  the 
rank  and  file  and  the  "authoritative"  level  of  supervision,  and  freeing 
top  management  for  policy  making  and  planning. 

3.  Broader  base  for  managerial  and  executive  development. 

4.  Labor — elimination  of  dependence  on  single  labor  force:  opportunity 
to  choose  best  locations. 

5.  Service — speedier  mail  sen-ice.  more  personal  contact  with  metro- 
politan clients. 

6.  Public  relations — added  prestige  value  of  having  an  impressive  com- 
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pany  building  in  each  major  metropolis;  closer  identification  with 
public's  regional  pride  and  prejudice,  as  employer,  investor,  and  in- 
surer. 

7.  Lower  land  and  building  costs,  rents,  taxes. 

8.  Stimulus  through  intracompany  (interregional)  competition. 

9.  Protection  of  personnel,  records,  and  equipment  against  catastrophic 
risks. 

D.  What  are  some  of  the  problems  to  be  considered  and  the  costs  of  sur- 
mounting these  problems? 

1.  Procurement  and  development  of  people  qualified  for  responsibilities 
of  regional  management. 

2.  Co-ordination,  control,  and  communication  between  top  (central) 
and  regional  management. 

3.  Transmission  of  data,  duplication  of  records,  transfers,  when  client 
moves  from  one  region  to  another. 

4.  Utilization  of  electronic  equipment  (if  the  most  efficient  equipment 
cannot  be  fully  utilized  with  volume  of  transactions  in  one  region ) . 

III.  Removal  of  Particular  Home  Office  Functions  or  Departmen- 
tal Operations  to  Another  Location 

A.  Functions  now  outside  the  home  office: 

1.  Inactive  records  storage. 

2.  Housing  project  management. 

3.  Printing  and  supplies. 

B.  What  other  possible  functions  or  departmental  operations  could  be 
handled  outside  the  home  office?  For  example, 

1.  Premium  billing  (and  control  of  collections). 

2.  Claims  authorization  (and  control  of  disbursements). 

3.  Underwriting  (including  S  &  R  medical). 

4.  Policy  issue,  changes. 

5.  Actuarial  (valuation,  in  particular). 

6.  Supplementary  contracts. 

7.  Housing  administration. 

8.  Mortgage  loan  administration. 

IV.  Summary  of  Key  Questions  Requiring  Preliminary  Study 

A.  Have  studies  of  procedures  and  functional  costs  developed  to  a  point 
where  they  can  be  used  to  compare  costs  under  alternative  modes  of 
decentralization  with  present  costs? 

B.  How  can  the  public  relations  benefits  to  be  derived  from  decentralization 
be  evaluated  in  dollars,  so  as  to  be  weighed  against  costs? 

C.  What  would  be  the  cost  of  using  smaller  units  of  data  processing  and 
filing  equipment  in  regional  offices  rather  than  the  larger  units  that 
might  be  used  in  one  central  office? 

D.  Would  the  total  manpower  (in  terms  of  classes  as  well  as  numbers  of 
personnel)  required  for  regional  decentralization  be  equal  to,  less  or 
more  than,  existing  personnel  requirements? 

E.  What  are  the  prevailing  labor  costs  in  major  cities? 
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F.  Would  the  various  modes  of  decentralization  involve  duplication  of  rec- 
ords, additional  flows  of  communication  by  mail  and  wire,  overlapping 
of  work,  and  if  so,  what  are  the  costs  factors? 

G.  From  an  administrative  point  of  view,  what  is  the  most  efficient  size  of 
company?  If  Pilgrim  Life  is  now  bigger  than  the  optimum,  can  the  ad- 
vantages of  smaller-scale  administrative  units  be  gained  by  delegation 
of  responsibility  to  regional  or  detached  functional  offices?  If  so,  could 
not  the  same  delegation  be  achieved  without  geographical  decentraliza- 
tion? What  needs  to  be  done  (in  either  case)  to  make  the  transition 
into  greater  administrative  decentralization? 

H.  What  are  the  relative  advantages  of  renting  and  owning  regional  offices? 
I.  In  the  event  of  decentralization  of  a  substantial  number  of  the  com- 
pany's home  office  activities  could  the  vacated  space  be  used  profitably? 

J.  What  would  be  the  maximum  potential  tax  savings  (state  and  munici- 
pal) of  a  regional  plan  of  operation — or  of  any  plan  which  reduced  the 
proportion  of  activity  in  New  York  City  or  New  York  State? 

*     #     #     #  * 

Mr.  Marsden  and  I  hope  that  this  memorandum  will  provide  some  useful 
material  for  you  in  your  appraisal  of  the  pros  and  cons  of  the  various  aspects  of 
this  whole  subject. 

We  plan  to  meet  again  for  further  discussion  of  the  factors  involved  in  de- 
veloping patterns  for  a  long-range  program  for  possible  decentralization  and 
regionalization  of  company  activities. 

(s)  Thomas  Gray 
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June  11,  1954 

To:  Messrs.  Adams  (Asst.  V.  P.  Public  Relations) 
Anderson  (V.  P.  and  Chief  Actuary) 
Baker  (Medical  Director) 
Bishop  (V.  P.  Group  Insurance) 
Bruce  (Second  V.  P.  Investments) 
Cannon  (Second  V.  P.  External  Affairs) 
Carson  (Second  V.  P.  Policy  Settlements  and  Service) 
Davis  (V.  P.  Agency) 
Donalds  (Second  V.  P.  Actuary) 
Everett  (V.  P.  Agency) 
Findlay  (V.  P.  Investments) 
Irving  (Second  V.  P.  Public  Relations) 
Jarvis  (General  Counsel) 
Kenny  (Regional  V.  P.) 
Kuniholm  (Treasurer) 
Lang  (Secretary) 
Little  (Housing  Department) 
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ROGERS  (Second  V.  P.  Insurance  Research) 
Sperry  (V.  P.  Investments) 
Steeves  (V.  P.  and  Comptroller) 
Teplow  (Asst.  V.  P.  Underwriters) 
Upworth  (V.  P.  Personnel) 

Waldon  (Second  V.  P.  Issue  and  Change  of  Policies) 
Mr.  Marsden  and  I  would  like  to  have  you  join  us  at  10  o'clock  on  June  18 
in  the  board  room  to  discuss  in  a  preliminary  way  the  following  subjects: 

1.  The  company  has  through  its  branch  offices  decentralized  many  of  its  op- 
erations which  involve  direct  contact  with  policyholders,  including  such 
services  as  policy  loans  and  death  benefit  payments.  Should  we  consider 
the  advisability  of  regionalizing  certain  additional  home  office  activities? 

2.  The  company  has  regionalized  certain  of  its  agency,  investment,  and  public 
relations  activities  through  the  establishment  of  regional  offices,  for  ex- 
ample, in  San  Francisco.  Should  we  consider  the  advisability  of  regional- 
izing certain  additional  home  office  activities? 

3.  The  company  has  decentralized  one  of  its  large  functional  activities,  i.e., 
the  storage  of  inactive  records  at  New  Providence,  New  Jersey.  Should 
we  consider  the  advisability  of  decentralizing  certain  other  large  functional 
activities  now  carried  on  at  the  home  office? 

As  you  know,  these  are  broad,  long-range  subjects  which  will  require  ex- 
tensive study.  It  seems  to  us  that  the  time  has  come  for  some  group  discussion 
on  them. 

(s)  Thomas  Gray 
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In  1949  Messrs.  Lane,  Marsden,  and  Gray  concluded  Pilgrim  should 
again  consider  the  question  of  entering  the  group  insurance  field. 

Since  1911,  when  the  first  large  group  life  insurance  policy  was 
written,  group  sales  had  grown  until  in  1952  group  life  insurance  ac- 
counted for  25%  of  the  total  amount  of  life  insurance  in  force  (see 
Exhibit  1).  The  question  of  entry  into  the  group  life  insurance  field 
had  been  previously  raised  in  the  Pilgrim  company  on  several  occasions. 

Exhibit  1 

PILGRIM  LIFE  INSURANCE  COMPANY  (D) 
Comparative  Growth  of  Ordinary,  Industrial,  and 
Group  Insurance 


Insurance  in  Force  in  the  United  States 
(In  Millions  of  Dollars) 


End  of  Year 

Ordinary 

Industrial 

Group 

Total 

1908*  

S  11,850 

$  2,669 

$  0 

S  14,519 

1918*  

23,537 

5,703 

630 

29,870 

1928  

68,463 

16,231 

7,896 

92,590 

1938  

75,816 

20,396 

12,715 

10S,927 

1948  

132,300 

31,200 

38,500 

202,000 

1952  

172,298 

36,448 

67,845 

276,591 

•  For  1908  and  1918,  data  are  for  United  States 

companies  onl 

Percentage 

Shares  of 

Total  Insurance  in  Force 

End  of  Year 

Ordinary 

Industrial 

Group 

Total 

1908  

82% 

18% 

o% 

100% 

1918  

79 

19 

2 

100 

1928  

74 

18 

8 

100 

1938  

70 

18 

12 

100 

1948  

66 

15 

19 

100 

1952  

61 

14 

25 

100 

Source:  Institute  of  Life  Insurance. 


1  All  names  have  been  disguised. 
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John  Scott  discussed  this  problem  with  Paul  Cannon  in  May,  1954. 
Excerpts  from  his  notes  follow: 

Cannon:  Mr.  Marsden  asked  the  planning  and  research  depart- 
ment on  December  18,  1949,  to  make  a  comprehensive  staff  report 
(see  Exhibit  2)  on  the  group  insurance  business.  Because  of  the  increas- 
ing importance  of  group  insurance,  he  wanted  a  complete  study  of  the 
group  problem  for  use  by  the  company  in  arriving  at  a  carefully  con- 
sidered decision.  The  following  five  men  worked  on  the  report  with 
me:  an  economist,  a  statistician,  an  accountant,  a  lawyer,  and  an  actuary. 
They  were  all  experts  in  their  fields  and  were  some  of  the  outstanding 
young  men  in  the  company.  Working  together,  we  prepared  this  report 
and  sent  it  to  Mr.  Marsden  on  March  27,  1950  (Exhibit  2). 

Exhibit  2 

PILGRIM  LIFE  INSURANCE  COMPANY  (D) 

Date:     March  27,  1950 
Subject:  Group  Insurance 
Report 

To;     President  Marsden 

From:  Assistant  Vice  President  Cannon 

The  attached  report  on  group  insurance  is  submitted  in  response  to  your  re- 
quest of  December  18,  1949. 

Information  presented  herein  has  been  assembled  through  the  combined  ef- 
forts of  the  staff  of  this  office,  with  substantial  assistance  from  Donald  Salter, 
associate  actuary,  and  Henry  Call,  attorney,  whom  you  designated  as  our  associ- 
ates on  this  project. 

In  investigating  the  aspects  of  group  insurance  and  related  coverages  which 
have  a  bearing  on  the  question  of  the  company's  entry  into  the  group  field,  we 
reviewed  the  available  published  material,  interviewed  executives  of  the  group 
departments  of  several  life  insurance  companies  that  are  outstanding  in  the 
group  field,  and  consulted  memoranda  prepared  by  the  staffs  of  companies  that 
have  already  considered  entry  into  the  field,  including  vice  presic|ent  Anderson's 
revised  draft  of  his  1948  report.  Information  from  these  sources  was  supple- 
mented by  preliminary  results  of  questionnaires  recently  sent  by  agency  vice 
president  Everett  to  branch  office  managers,  and  by  informal  conversations  with 
various  agents,  brokers,  officers  of  the  Life  Insurance  Association  of  America, 
and  others  connected  with  one  or  more  phases  of  the  group  insurance  business. 

Material  thus  assembled  is  set  forth  in  considerable  detail  in  the  attached  re- 
port, with  references  to  all  published  sources  presented  in  an  appendix  thereto. 
To  provide  ready  access  to  our  main  findings,  a  chapter-by-chapter  summary  of 
the  entire  report  is  presented  below. 
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I.  Introduction  (Outline*) 

1.  Group  insurance  is  written  under  a  master  contract  issued  to  an  employer, 
union,  association,  trustee,  or  creditor.  Certificates  are  issued  to  individuals  cov- 
ered. Evidence  of  individual  insurability  is  generally  not  required. 

2.  Dividends  are  determined  to  a  large  extent  by  experience  with  each 
separate  group. 

3.  Major  types  of  group  coverage  written  by  life  insurance  companies  in- 
clude: 

a)  Life  insurance  on  the  yearly  term  plan,  with  a  waiver-of -premium  dis- 
ability benefit  provision. 

b)  Single-premium  and  level-premium  permanent  life  insurance  (relatively 
unimportant ) . 

c)  Accident  and  health,  often  called  "cash-sickness"  insurance,  to  compen- 
sate for  temporary  loss  of  earnings. 

d)  Hospital,  surgical,  and  medical  expense  insurance. 

e)  Accidental  death  and  dismemberment  insurance,  as  a  rider  to  other  cov- 
erages. 

/)  Group  annuities. 

4.  A  master  contract  may  be  issues  to  the  following  types  of  policyholders: 

a)  A  single  employer.  The  minimum  group  is  25  in  all  states  except  one. 

b)  A  single  union,  covering  its  members. 

c)  Trustees  for  two  or  more  employers  in  the  same  industry. 

d)  Trustees  for  two  or  more  unions. 

e)  Trustees  for  employers  and  unions  jointly. 

f)  Association  for  employers. 

g)  Lending  institutions,  covering  borrowers. 

h )  Miscellaneous  occupational  groups. 

5.  Principal  Questions  and  Issues  (Complete^) .  In  order  to  make  a  sound 
decision  on  whether  to  enter  the  field  of  group  insurance,  the  company  must  ap- 
praise the  advantages  and  disadvantages  of  such  action  from  four  main  points 
of  view:  its  effect  on  the  company's  present  policyholders,  its  effect  on  the  wel- 
fare of  the  public  at  large,  its  effect  on  the  company's  relative  position  in  the 
insurance  industry,  and  its  effect  on  the  company's  agents  and  employees.  The 
questions  involved  in  an  appraisal  from  these  four  viewpoints  are  outlined 
below : 

a)  Policyholders'  Interest.  In  considering  whether  the  company's  present 
policyholders  would  stand  to  gain  or  lose,  the  main  questions  are:  How 
would  the  general  efficiency  of  the  company's  operations  be  affected? 
Would  service  to  present  policyholders  be  improved  or  impaired?  How 
rapidly  would  the  funds  taken  from  existing  surplus  to  finance  a  group 
operation  be  amortized? 

b)  The  Public  Interest.  What  are  the  probable  future  demands  for  group 
life  insurance,  group  casualty  coverages,  and  group  annuities,  respec- 
tively? To  what  extent  would  total  sales  of  these  coverages  be  aug- 

*  To  shorten  the  case  presentation  of  the  report,  certain  sections  are  presented  in  outline  only. 
The  remainder  is  given  in  full.  Sections  presented  in  outline  are  so  designated,  and  those  presented 
in  entirety  are  denoted  (complete). 

t  Presented  in  full  as  submitted  in  the  report. 
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merited  if  the  company  entered  the  field?  How  desirable  are  these  cov- 
erages from  a  social  point  of  view — for  example,  does  the  cost  advantage 
of  group  life  offset  the  disadvantages  of  term  insurance  that  may  ter- 
minate upon  change  of  employment?  To  the  extent  that  group  coverage 
acts  as  a  substitute  for  individual  coverage  and  encroaches  on  the  market 
for  ordinary  insurance,  is  this  socially  desirable?  How  important  is  it  to 
facilitate  the  insurance,  through  group  coverage,  of  impaired  lives  that 
otherwise  could  not  be  insured  or  would  have  to  pay  high  premiums? 
To  the  extent  that  the  government  threatens  to  encroach  on  the  market 
for  life  insurance,  can  this  threat  be  lessened  by  more  vigorous  promo- 
tion of  the  sale  of  group  life?  To  the  extent  that  the  government  threat- 
ens to  monopolize  the  fields  of  temporary-disability  insurance  and  medi- 
cal expense  insurance,  can  this  threat  be  lessened  by  promoting  the  group 
casualty  coverages?  What  should  be  the  respective  roles  of  government 
and  private  employers  in  setting  aside  funds  for  retirement  of  aged  mem- 
bers of  the  labor  force?  What  should  an  insurance  company  do  to  foster 
equitable  proportions  of  individual  saving  and  employer-sponsored  sav- 
ing, with  which  to  supplement  the  old-age  pensions  established  by  the 
government?  Is  it  socially  desirable  to  underwrite  pension  plans  under 
which  employees  may  not  change  jobs  without  losing  their  pension 
rights?  What  is  the  social  significance  of  the  demands  for  group  insur- 
ance which  originate  with  organized  labor?  Is  the  company's  present 
marketing  program  reaching  the  class  of  clientele  which,  in  the  public 
interest,  it  should  be  reaching? 

c)  Effect  on  the  Company's  Relative  Position.  At  what  rate  is  the  com- 
pany's percentage  share  of  the  total  life  insurance  business,  and  of  the 
ordinary  business,  declining?  Does  the  reason  for  this  lie  within  the  con- 
trol of  the  company,  or  is  it  due  to  encroachment  of  group  insurance  on 
the  ordinary  insurance  market,  or  is  it  due  to  still  other  factors?  Would 
entering  the  group  business  tend  to  encourage  and  promote  the  sale  of 
the  company's  individual  policies?  Must  the  company  enter  the  field  of 
group  insurance  in  order  to  maintain  its  relative  position  in  the  industry, 
or  in  order  to  obtain  a  satisfactory  rate  of  growth  of  its  insurance  in  force 
and  its  assets? 

d)  Effect  on  the  Company's  Agents  and  Employees.  Would  entry  into  the 
group  field  increase  agents'  earning,  either  directly  or  through  the  sale 
of  supplementary  individual  policies  to  members  of  client  organizations? 
Would  the  company's  prestige  be  enhanced  sufficiently  to  make  it  easier 
for  agents  to  sell  ordinary  insurance  throughout  the  country?  Would 
solicitation  of  group  business  divert  an  appreciable  amount  of  time  from 
ordinary  business?  Would  it  become  easier  for  the  company  to  recruit 
and  retain  high-caliber  agents?  How  would  the  company's  compensation 
plan  for  agents  be  affected?  Would  additional  positions  of  responsibility 
be  made  available  to  home  office  and  branch  office  employees?  To  what 
extent  would  it  be  necessary  to  bring  in  experienced  group  personnel? 
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II.  Historical  Development  (Outline) 

1.  Group  life  insurance  in  force  has  more  than  tripled  during  the  last  ten 
years,  while  ordinary  has  not  quite  doubled  and  industrial  has  grown  only 
50%.  6  7 

2.  Percentages  of  the  total  life  insurance  in  force  at  the  end  of  1948  were: 
ordinary,  66%;  industrial,  15% ;  and  group,  19%. 

3.  Growth  of  insurance  in  force  has  been  partly  due  to  the  fact  that  na- 
tional disposable  income  today  is  almost  triple  the  amount  received  in 
1938,  and  the  related  fact  that  the  cost  of  living  has  increased  by  70% 
since  1938. 

4.  Under  the  pending  social  security  amendment,  survivors'  and  lump-sum 
death  benefits  available  to  those  now  covered  would  be  at  least  equiva- 
lent, in  aggregate  protection,  to  half  as  much  as  all  individual  life  in- 
surance and  twice  as  much  as  all  group  life  insurance  now  in  force. 

5.  Recent  group  contracts  have  usually  provided  each  individual  with  life 
insurance  amounting  to  a  little  more  than  one  year's  income. 

6.  Group  life  insurance  may  in  some  individual  cases  decrease  demand  for 
ordinary  insurance,  but  in  other  cases  may  stimulate  interest  in  insurance. 

7.  Cash-sickness  benefits  will  constitute  an  important  future  market  for 
group  coverage,  particularly  if  the  pattern  of  recent  state  legislation  is 
extended.  The  Truman  administration  has  proposed  inclusion  of  this 
type  of  protection  in  the  social  security  system. 

8.  At  the  end  of  1948.  group  hospital  insurance  covered  7.9  million  em- 
ployees and  Blue  Cross  hospital  plans  covered  13.6  million  employees. 
Including  dependents,  these  two  forms  of  protection  covered  48  million 
persons,  with  practically  the  entire  growth  occuring  since  1938. 

9.  Old-age  benefits  paid  out  during  1949  were  about  $220  million  from 
private  pension  plans,  about  S688  million  from  the  federal  old-age  and 
survivors'  insurance  system,  and  about  51,380  million  from  the  federal- 
state  old-age  assistance  program. 

10.  About  six  million  people  are  covered  under  private  pension  plans,  and 
two  million  of  these  are  covered  under  group  annuity  contracts.  Al- 
though these  numbers  represent  great  percentage  increases  over  those 
covered  ten  years  ago,  they  are  still  very  small  in  relation  to  the  em- 
ployed civilian  labor  force  of  60  million. 

11.  In  1948  the  group  annuity  business  was  23%  larger  than  group  life  when 
measured  by  money  collected,  but  less  than  one  eighth  as  large  when 
measured  by  number  of  people  covered. 

12.  With  passage  of  the  pending  social  security  amendment,  the  amount  of 
retirement  income  needed  to  adequately  supplement  social  security  bene- 
fits will  be  greatly  reduced.  This  amendment  contemplates  paying  out 
S1.3  billion  for  all  kinds  of  social  insurance  benefits  this  year,  $6.2  billion 
in  1970,  and  S10.6  billion  in  1990. 

13.  Group  insurance  has  grown  mainly  because  of  its  relatively  low  cost. 
Group  life  costs  25%  to  40%  less  than  individual  term  life  insurance, 
depending  on  the  size  of  the  group;  and  the  relative  economy  of  group 
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cash-sickness  protection  is  probably  even  greater.  The  principal  economy 
in  group  insurance  is  traceable  to  lower  acquisition  and  administrative 
expense.  Lower  administrative  expense,  under  group  insurance,  partly 
reflects  delegation  of  considerable  record-keeping  and  inspection  respon- 
sibilities to  employers. 

14.  Group  insurance  has  also  grown  because  of  liberalization  of  restrictive 
legislation,  and  because  premiums  paid  by  employers  are  generally  not 
taxable. 

15.  Although  union  demands  have  accelerated  extension  of  group  insurance 
to  the  nation's  14  million  organized  workers,  they  have  slowed  up  the 
voluntary  inauguration  of  plans  by  employers. 

16.  Group  insurance  protection  tends  to  be  interrupted  by  change  of  em- 
ployment. Group  life,  but  none  of  the  other  coverages,  can  be  converted 
into  an  individual  policy.  Group  annuity  rights  are  largely  lost,  under 
most  plans,  when  a  person  changes  jobs  without  staying  20  years  or  more 
with  a  single  employer.  As  a  result,  many  employees  derive  little  real 
old-age  security  from  such  contracts. 

III.  Experience  of  Major  Insurance  Companies  (Outline) 

1.  While  95  companies  wrote  group  life  insurance  in  1948,  only  57  com- 
panies had  $10  million  or  more  in  force. 

2.  Seven  life  insurance  companies  had  87%  of  the  group  life  in  force  at  the 
end  of  1948.  The  largest  of  these  was  the  Windsor,  with  $10.2  billion 
in  force;  the  seventh  was  Mimico,  with  $1.3  billion. 

3.  The  seven  major  companies  in  1948  obtained  about  half  of  their  net 
group  receipts  from  annuity  considerations,  with  the  balance  almost 
equally  divided  between  life  and  casualty  business. 

4.  During  the  last  15  or  20  years,  the  large  combination  life  insurance  com- 
panies have  improved  their  relative  shares  of  ordinary  insurance  in  force, 
while  the  relative  shares  of  the  ordinary  companies  have  declined. 

5.  Almost  all  companies  doing  an  active  group  life  business  are  active  in 
the  group  casualty  and  annuity  fields,  but  some  of  them  tend  to  discour- 
age the  sale  of  group  annuities. 

6.  Wholesale  insurance  and  pension  trust  business  is  written  by  some  of 
the  group-writing  companies.  In  general,  agents  like  these  types  of  in- 
surance but  group  executives  do  not. 

7.  About  half  of  total  dollar  volume  of  group  life  insurance  is  obtained 
through  brokers.  However,  two  of  the  largest  companies  get  considerably 
more  than  half  of  their  dollar  volume  from  their  own  agents.  It  has  never 
been  found  feasible  for  a  company  to  refuse  group  brokerage  business, 
but  it  does  not  appear  to  be  necessary  to  accept  ordinary  brokerage 
business. 

8.  About  10%  or  15%  of  some  companies'  agents  participate  in  getting 
new  group  business  in  any  one  year.  Frequently,  agents  are  also  success- 
ful in  soliciting  ordinary  business  from  key  personnel  in  group  client 
organizations. 
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9.  There  is  intense  competition  among  insurance  companies  for  large 
"prestige'"  cases,  in  spite  of  the  fact  that  these  are  probably  less  profitable 
than  the  smaller  cases.  Directors  and  top  executives  of  insurance  com- 
panies are  often  involved  in  these  large  cases. 

10.  Most  home  office  operations  are  consolidated  in  a  separate  group  de- 
partment. 

11.  Salaried  field  forces  are  used  to  assist  agents  and  brokers  in  selling  group 
insurance  and  to  service  established  accounts.  Efficient  service  is  highly 
important  in  keeping  group  insurance  in  force. 

12.  Most  companies  entering  the  group  field  have  hired  some  key  personnel 
from  the  outside. 


IV.  Market  for  Group  Insurance  I  Outline  ) 

1.  As  a  practical  matter,  it  is  not  possible  to  cover  ail  members  of  the  labor 
force  under  group  insurance.  In  estimating  the  potential  market,  the  num- 
bers which  should  be  excluded,  and  those  remaining,  are  as  follows : 


Excluded,  as  a  Practical  TAatter: 

Agriculture   7,411,000 

Household  service   1,804,000 

Federal  government   1,974,000 

Part-time  employees: 

Private  nonagricultural   3,316,000 

State  and  local  government   862,000 

Urban  self-employed   2,136,000 

Total   17,503,000 

R.emai?iing  Full-Time  Workers: 

State  and  local  government   3,069,000 

In  firms  with  less  than  25  11,230,000 

In  firms  with  25  or  more  28,051,000 

Total   42,350,000 

Total  Gainfully  Employed  Civilian  Labor  Force   59,853,000 


2.  The  11  million  workers  in  firms  with  less  than  25  employees  can  only  be 
covered  through  group  policies  issued  to  trustees  for  two  or  more  em- 
plovers,  associations,  or  labor  unions — or  through  wholesale  issue  of  in- 
dividual policies. 

3.  About  40  cc  of  the  42  million  potentially  insurable  workers  already  have 
some  group  life  insurance,  about  25  fc  have  group  cash-sickness  insurance, 
about  20 %  have  group  hospitalization,  and  about  5°c  have  group  annuity 
coverage. 

4.  Most  large  corporations  probably  have  group  insurance  plans.  The  poten- 
tial market,  although  very  large,  involves  mainly  the  employees  of  medium 
and  small  business  firms. 

5.  An  insurance  company  entering  the  group  field  has  certain  initial  handi- 
caps to  overcome,  mainly  because  a  firm  seeking  an  additional  type  of  in- 
surance coverage  generally  shows  a  preference  for  the  carrier  of  the 
existing  coverage. 
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CHAPTER  V.  (COMPLETE) 

Major  Considerations  Involved  in  Entering  the 
Group  Insurance  Business 

The  decisions  that  the  company  would  have  to  make  before  entering  the 
group  business,  together  with  the  major  financial  and  legal  aspects  thereof,  are 
discussed  in  this  chapter  under  six  main  headings.  These  deal  with  types  of 
coverage,  organization,  general  policy,  initial  expenditure,  investment  considera- 
tions, and  legal  problems. 

A.  TYPES  OF  COVERAGE  WHICH  SHOULD  BE  OFFERED 

It  is  the  unanimous  opinion  of  group  executives  that  a  company  entering  the 
group  business  must  have  all  coverages  available,  including  group  life  on  both 
the  term  and  the  permanent  bases,  all  casualty  coverages,  and  group  annuities. 
Hospitalization,  surgical,  and  medical  expense  insurance  must  be  available  for 
dependents  as  well  as  group  members.  It  is  not  essential,  however,  to  write 
wholesale  insurance  or  to  do  a  pension  trust  business. 

Although  the  coverages  listed  above  must  be  "on  the  shelf"  for  a  company  to 
compete  in  the  group  field,  sales  may  be  controlled  through  commission  rates. 
If  a  company  is  not  eager  to  sell  group  annuities,  for  example,  commission  rates 
lower  than  the  general  average  will  effectively  discourage  this  business — as- 
suming, of  course,  that  the  premium  basis  is  not  more  liberal  as  to  interest  and 
other  factors  than  elsewhere. 

B.  ORGANIZATION 

The  group  organizations  of  other  companies  have  previously  been  discussed 
in  general  terms,  with  the  conclusion  that  a  separate  home  office  group  depart- 
ment is  desirable  if  a  company  intends  to  enter  group  insurance  aggressively. 
Theoretically  it  would  be  feasible  for  present  departments  to  retain  control  of 
various  group  functions  such  as  sales  promotion,  policy  forms,  underwriting, 
legal,  actuarial  and  research,  and  planning,  with  individuals  assigned  to  group 
activities  in  each  department.  However,  since  the  entire  group  concept  is  so 
different  from  ordinary  insurance  concepts,  it  is  preferable  to  centralize  group 
activities.  The  advantages  of  such  centralization  in  promoting  efficient  team- 
work and  making  possible  quick  action  in  this  dynamic  field  are  self-evident. 
Moreover,  the  problems  of  preparing  to  enter  the  field  would  be  simplified,  since 
it  would  otherwise  be  difficult  to  educate  the  departments  of  the  company  in 
group  routines,  and  such  a  procedure  would  have  a  disturbing  effect  on  the 
efficiency  of  ordinary  operations. 

An  outstanding  exception  to  the  usual  group  organization  is  the  Mimico, 
where  a  vice  president  is  responsible  for  both  ordinary  and  group  sales,  and 
for  the  home  office  group  department  as  well. 

According  to  the  best  information  available,  if  Pilgrim  Life  should  enter  the 
group  field  it  would  be  essential  to  acquire  a  nucleus  of  experienced  home  office 
group  personnel,  regardless  of  the  plan  of  organization.  For  example,  it  has  been 
suggested  that  it  would  be  desirable  to  have  a  vice  president  with  broad  busi- 
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ness  and  group  insurance  experience  in  charge  of  group  activities,  an  actuary 
with  group  experience,  an  experienced  group  claims  man.  and  a  man  experi- 
enced in  group  sales  management.  It  might  be  added,  however,  that  some  of 
the  companies  which  have  recently  entered  the  field  did  no:  so  outside  of  their 
own  organizations  for  other  than  sales  personnel. 

The  difficulties  of  obtaining  the  necessary  experienced  home  office  personnel 
have  been  estimated  quite  differently  bv  executives  in  the  group  field.  Accord- 
ing to  one.  a  company  with  the  prestige  of  the  Pilgrim  Life  would  not  have  a 
serious  problem  in  building  up  an  experienced  home  office  start.  Another  be- 
lieves that  it  would  be  extremely  difficult  to  hire  experienced  home  office  men 
of  high  caliber.  However,  if  experienced  home  office  men  were  to  be  engaged 
only  for  the  key  jobs,  this  would  not  seem  to  be  an  insurmountable  problem. 

A  problem  of  greater  proportions  would  probably  be  the  recruiting  of  able 
group  fieldmen  to  sell  and  to  assist  ordinary  life  agents  in  selling  group  insur- 
ance and  also  to  service  such  insurance.  There  is  an  acute  shortage  of  such  men 
due  to  general  expansion  of  group  sales  and  proselyting  not  only  bv  new  com- 
panies in  the  group  field  bv  pension  consultants  and  bv  industry  as  well.  In  the 
opinion  of  many  group  executives  it  would  be  very  difficult  to  obtain  good  field- 
men.  Others  qualify  this  bv  pointing  out  that  a  sufficiently  high  salary  will  move 
almost  any  ambitious  man.  It  should  also  be  remembered  that  many  Pilgrim 
Life  agents  would  be  well  qualified  for  these  positions  after  a  short  period  of 
training. 

It  should  be  emphasized  that  establishment  of  a  group  department,  while  re- 
quiring the  recruitment  of  a  few  kev  administrators  and  specialists  from  outside 
the  company,  would  provide  a  very  considerable  opportunity  for  staffing  bv 
transfer  of  existing  personnel.  This  process  would  presumably  involve  immedi- 
ate transfer  of  a  limited  number:  others  being  moved  subsequently,  in  step  with 
the  growth  of  group  operations.  Such  transfers  would,  of  course,  speed  up  the 
tempo  of  promotions  throughout  the  company,  and  thus  create  opportunities 
for  giving  added  responsibilities  to  members  of  the  existing  staff. 

It  seems  probable  that  the  company's  initial  sales  impetus  would  be  limited 
bv  the  necessity  of  starting  out  with  a  relatively  small  number  of  group  spe- 
cialists in  the  field.  The  force  could  be  built  up  through  a  training  program, 
but  it  has  been  estimated  that  it  may  take  as  much  as  three  years  to  adequately 
train  a  man  for  this  work.  Moreover,  a  new  company  is  at  a  disadvantage  in  its 
training  program  without  group  coverages  already  in  force,  since  it  is  not  pos- 
sible to  train  through  the  process  of  having  them  sell  additional  lines  to  exist- 
ing clients.  This  is  the  usual  procedure,  because  such  sales  are  easier  and  are  apt 
to  be  less  competitive  than  completely  new  sales.  Similar  difficulties  would  arise 
in  training  men  to  sen-ice  accounts,  a  training  problem  which  is  quite  simple 
for  a  well-established  group  insurance  company. 

C.  GENERAL  POLICY 

Important  questions  of  policy  that  must  be  settled  are  those  involving  rela- 
tions with  brokers  and  labor  unions.  In  addition,  a  decision  has  to  be  made 
on  the  plan  of  compensation  of  agents  for  obtaining  group  business. 

Only  a  few  companies  protect  their  agents  when  a  client  wishes  to  give  a 
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commission  to  his  broker  under  circumstances  in  which  the  agent  was  obviously 
responsible  for  the  sale.  Since  brokerage  business  is  vital  to  the  rapid  building 
up  of  group  operations  to  an  economical  volume,  Pilgrim  Life  could  probably 
not  afford  to  antagonize  brokers  by  departing  from  the  usual  rule  of  letting  the 
client  name  the  recipient  of  the  commission. 

When  a  case  is  brought  in  by  a  broker,  conventional  practice  would  require 
the  company  to  let  the  broker  benefit  from  the  follow-up  solicitation  of  ordinary 
business,  without  any  attempt  to  get  a  Pilgrim  Life  agent  into  the  picture.  In 
any  event,  neither  an  agent  nor  a  broker  should  be  given  access  to  records  per- 
taining to  client  personnel,  since  these  records  are  confidential  in  character. 

Pilgrim  Life  should  probably  follow  the  conventional  practice  of  paying  com- 
missions on  all  transferred  business,  although  agents  should  not  be  encouraged 
to  solicit  such  transfers. 

Some  companies  pay  commissions  (often  called  "service  fees")  to  brokers 
after  the  ninth  renewal,  especially  where  brokers  continue  to  render  a  service. 
This  is  one  means  of  attracting  brokerage  business,  particularly  the  big  "prestige" 
cases.  It  is  doubtful  if  a  firm  stand  could  be  taken  against  this  practice.  In  fact, 
such  extra  compensation  to  brokers  might  prove  a  wise  investment. 

Some  companies  are  noted  for  their  close  connections  with  labor  unions.  How- 
ever, this  does  not  appear  to  be  necessary  in  order  to  succeed  in  the  group  busi- 
ness. Pilgrim  Life  should  show  no  partiality  toward  unions. 

Entry  into  the  group  field  need  have  no  drastic  effect  on  the  company's 
compensation  program  for  agents.  They  should  receive  the  standard  commissions 
for  group  business.  This  would  be  consistent  with  the  company's  present  practice 
in  regard  to  term  insurance.  Also,  it  would  be  unlikely  to  create  any  serious  prob- 
lem since  group  insurance  will  probably  be  a  minor  part  of  most  agents'  busi- 
ness and  very  few  agents  will  do  a  group  business  alone. 

D.  INITIAL  EXPENDITURE 

It  must  be  expected  that  aggressive  entry  into  the  group  field  will  result  in  a 
considerable  initial  deficit.  Not  only  will  the  costs  of  setting  up  a  group  organi- 
zation and  preparing  for  business  be  large,  but  even  when  sales  are  under  way 
each  group  will  be  "in  the  red"  for  a  time  before  the  issue  costs  are  amortized. 

Companies  which  have  recently  entered  the  group  field  have  attempted  to 
estimate  beforehand  the  size  of  the  deficit  which  the  new  enterprise  might  de- 
velop. The  2d  Mutual,  for  example,  estimated  that  a  deficit  of  $1,000,000  would 
be  incurred  and  not  erased  for  15  years.  After  three  years  in  the  group  field, 
however,  their  accumulated  deficit  at  the  end  of  1949  was  only  a  quarter  of  a 
million  dollars.  They  showed  a  profit  of  $60,000  in  1948  and  a  loss  of  $40,000 
in  1949,  but  only  because  a  few  large  cases  were  written  near  the  end  of  the 
year.  An  important  factor  in  considering  these  results  is  that  the  2d  Mutual 
makes  no  charge  to  the  group  department  for  the  considerable  assistance  given 
by  their  lawyers,  auditors,  addressograph  unit,  and  general  service  departments. 
But  in  any  case,  their  experience  lends  weight  to  the  frequently  repeated  state- 
ment that  estimates  of  group  deficits  necessarily  involve  so  many  arbitrary 
assumptions  that  they  are  of  little  value. 

With  the  realization  that  any  group  estimates  must  be  merely  illustrative  and 
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can  indicate  only  in  a  very  rough  way  the  number  of  years  which  may  elapse 
before  a  new  group  department  will  "come  out  whole*'  if  group  sales  follow 
an  assumed  partem,  such  estimates  have  been  built  up  in  the  following  pages. 
The  factors  involved  in  the  estimates  were  assumed  to  be  as  shown  below: 


Salaries  and  Overhead  (at  Inception) 


Vice  president  in  charge  of  group  $  20,000-S  30,000 

Manager  of  group  sales   15,000-  20,000 

Group  actuary   15,000-  20,000 

One  additional  actuary   10,000-  15,000 

One  lawyer   10,000-  15,000 

Manager  of  group  claims   10,000-  15,000 

Twelve  clerks   25,000-  35,000 

Five  secretaries   10,000-  15,000 

Ten  salaried  fieldmen   80,000-  120,000 

£L95,000-$285,000 

Rent,  furniture,  supplies,  printing  (all  overhead)   40,000-  S0,000 

S235;OX-S365,000 


Average  commissions:  1st  year  20% 

9  renewals   3% 

Average  yearly  premiums  for  life  insurance — SS.OO  per  thousand 
Average  percentage  of  premiums  available  for  expenses  (i.e.,  not  retained  for 
reserves  or  returned  as  claims  and  dividends) : 

Life  and  casualty:  First  insurance  year  35% 

Thereafter  15% 

Annuities  Expenses  assumed  to  equal 

amounts  retained  for  ex- 
penses 

Average  size  of  groups:  5200,000  insurance — 100  lives. 


Group  Life  Insurance  Issued  (Millions  of  Dollars) 


Year 

Scale  A 
(Moderate  Sales) 

Scale  B 
'High  Sales) 

1  

25 

75 

2  

40 

100 

3  

60 

125 

4  

80 

150 

5  and  subsequent .... 

::: 

175 

Casualty  insurance  issued:  Sufficient  to  provide  the  same  premi- 
um income  as  for  group  life  insurance. 
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Premium  Income  from  Group 
(Thousands  of  Dollars) 


Full  Year  of  Active  Business 

Scale  A 
(Moderate  Sales) 

Scale  B 
(High  Sales) 

Life 

Casualty 

Annuities 

Life 

Ca.sua.lty 

Annuities 

1  

200 

200 

250 

600 

600 

250 

2  

600 

600 

500 

1,400 

1,400 

500 

3  

1,000 

1,000 

750 

2,400 

2,400 

750 

4  

1,600 

1,600 

1,000 

3,600 

3,600 

1,000 

5  

2,500 

2,500 

1,250 

5,000 

5,000 

1,250 

6  

3,500 

3,500 

1,500 

6,600 

6,600 

1,500 

7  

4,500 

4,500 

1,750 

8,300 

8,300 

1,750 

8  

5,500 

5,500 

2,000 

10,000 

10,000 

2,000 

9  

6,500 

6,500 

2,250 

11,700 

11,700 

2,250 

10  

7,500 

7,500 

2,500 

13,500 

13,500 

2,500 

15  

12,500 

12,500 

3,750 

22,000 

22,000 

3,750 

20  

17,500 

17,500 

5,000 

30,000 

30,000 

5,000 

The  above  estimates  of  premium  income  assume  a  moderate  net  amount  of 
increases  in  premium  income  under  existing  contracts.  The  group  annuity  con- 
siderations were  put  at  a  very  low  level,  on  the  assumption  that  this  business 
would  be  discouraged. 

On  the  basis  of  the  preceding  assumptions,  the  group  account  for  life  and 
casualty  business  might  develop  roughly  as  shown  in  Table  1.  It  is  assumed 
that  the  group  annuity  business  would  "wash  out"  with  no  gain  or  loss  to  sur- 
plus. 

Table  1  indicates  that  a  group  deficit  would  be  made  up  in  about  16  years 
assuming  moderate  sales,  or  in  about  12  years  assuming  a  high  sales  pattern. 
The  maximum  deficits  as  tentatively  calculated  are  in  the  vicinity  of  three  mil- 
lion assuming  moderate  sales  or  two  million  assuming  high  sales.  But  even  if 
the  deficit  should  prove  considerably  more  than  this,  the  percentage  of  existing 
surplus  that  would  thus  be  diverted  would  be  extremely  small. 

E.  INVESTMENT  CONSIDERATIONS 

The  projected  volume  of  group  business  is  of  course  a  primary  factor  in  de- 
termining what  funds  are  built  up  for  group  policies.  As  a  basis  for  estimating 
such  funds,  the  sales  of  group  life  insurance  were  taken  as  the  same  figures 
used  in  the  previous  section.  It  was  further  assumed  that  group  permanent 
would  form  a  negligible  part  of  this  business.  Group  casualty  premiums  were 
assumed  as  before  to  be  equal  in  amount  to  the  group  life  premiums,  and  group 
annuity  premiums  were  taken  as  the  same  moderate  amounts  previously  as- 
sumed. It  was  further  assumed  that  reserves  could  be  estimated  on  a  rough  per- 
centage-of-premium  basis,  corresponding  to  the  ratios  which  reserves  bear  to 
premiums  in  group  companies. 
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Table  1 

Projection  of  Profit  and  Loss  from  Group  Life  and  Casualty  Operations 
(In  Thousands  of  Dollars) 


Full  Year 
of  Active 
Business 


Scale  A  (Moderate  SaJes) 


1  

$  140 

$  90 

$  10 

$  300 

$  400 

$-260 

$-  260 

2  

310 

160 

30 

500 

690 

-380 

-  640 

3  

490 

250 

40 

700 

990 

-500 

-1,140 

4  

740 

350 

70 

900 

1,320 

-580 

-1,740 

5  

1,060 

430 

100 

1,000 

1,530 

-470 

-2,190 

6  

1,360 

510 

140 

1,100 

1,750 

-390 

-2,580 

7  

1,660 

560 

180 

1,200 

1,940 

-280 

-2,860 

8  

1,960 

610 

220 

1,300 

2,130 

-170 

-3,030 

9  

2,260 

650 

260 

1,400 

2,310 

-  50 

-3,080 

10  

2,560 

690 

300 

1,500 

2,490 

70 

-3,010 

11  

2,860 

720 

340 

1,600 

2,660 

200 

-2,810 

12  

3,160 

740 

380 

1,700 

2,820 

340 

-2,470 

13  

3,460 

750 

420 

1,800 

2,970 

490 

-1,980 

14  

3,760 

750 

460 

1,900 

3,110 

650 

-1,330 

15  

4,060 

750 

500 

2,000 

3,250 

810 

-  520 

16  

4,360 

750 

540 

2,100 

3,390 

970 

450 

Scale  B  (High  Sales) 

1  

$  420 

$  280 

$  30 

$  300 

$  610 

$  -190 

$-  190 

2  

740 

400 

60 

500 

960 

-220 

-  410 

3  

1,120 

540 

100 

800 

1,440 

-320 

-  730 

4  

1,560 

700 

140 

1,100 

1,940 

-380 

—1,110 

5  

2,060 

860 

200 

1,400 

2,460 

-400 

-1,510 

6  

2,540 

940 

260 

1,600 

2,800 

-260 

-1,770 

7  

3,020 

1,030 

360 

1,800 

3,190 

-170 

-1,940 

8  

3,560 

1,110 

400 

2,000 

3,510 

50 

-1,890 

9  

4,070 

1,200 

460 

2,200 

3,860 

210 

-1,680 

10  

4,610 

1,240 

540 

2,400 

4,180 

430 

-1,250 

11  

5,150 

1,280 

540 

2,600 

4,420 

730 

-  520 

12  

5,690 

1,300 

540 

2,800 

4,640 

1,050 

530 

Part  of 
Life  and 
Casualty 
Premiums 
Available  for 
Expenses 


Expenses  of — 

Com- 
missions 

Taxes 

Salaries 
and 
Overhead 

Total 

Profit  for 
Year 


Accumulated 
Profit 


On  the  above  basis,  reserves  for  the  group  business  would  amount  to  about 
$20  million  after  ten  years  and  $55  million  after  20  years,  under  Scale  A  (mod- 
erate sales).  Assuming  high  sales  as  per  Scale  B,  the  corresponding  reserves 
would  be  about  $25  million  after  ten  years,  and  about  $70  million  after  20 
years. 

The  increase  in  assets  resulting  from  group  operations  would  be  equal  to  the 
total  group  reserves  together  with  any  surplus  arising  from  the  group  business. 
Even  after  the  deficit  of  the  group  business  is  amortized,  however,  it  cannot  be 
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expected  to  contribute  substantial  amounts  to  surplus,  so  that  assets  may  be  ex- 
pected to  grow  little  faster  than  do  the  reserve  liabilities,  which  themselves  are 
of  moderate  amount.  If  emphasis  were  placed  on  group  permanent,  liabilities 
would  of  course  grow  at  a  much  more  rapid  pace  since  reserves  for  group 
permanent  increase  in  much  the  same  fashion  as  reserves  for  ordinary  policies. 
Similarly,  if  group  annuities  were  sold  aggressively  on  a  competitive  basis,  re- 
serves would  increase  greatly  since  approximately  95  %  of  the  considerations 
received  go  into  reserves. 

Since  total  group  insurance  in  force  is  relatively  stable  from  year  to  year  as 
compared  to  ordinary  insurance,  the  reserves  held  for  group  insurance  might  be 
expected  to  be  comparatively  stable  even  in  times  of  business  depression. 

The  susceptibility  of  group  coverage  to  curtailment  may  be  judged  from  past 
experience.  There  have  been  a  few  years  in  which  there  was  a  decline  in  total 
group  life  insurance  in  force.  These  are  shown  in  Table  2. 


Table  2 

Decreases  in  Group  Life  Insurance  in  Force 


End  of  Year 

Insurance  in  Force 
(Millions  of  Dollars) 

Per  Cent  Decrease 
from  Previous  Year 

1920  

$  1,637 

1921  

1,599 

2.3% 

1931  

9,954 

1932.  

9,109 

8.5 

1933  

8,912 

2.2 

1937    

12,910 

1938  

12,803 

0.8 

1944    

24,446 

1945  

22,770 

6.9 

During  the  1930-33  depression  period,  the  number  of  master  policies  de- 
clined from  20,000  to  17,000  and  the  number  of  outstanding  certificates  de- 
clined from  5,957,000  to  5,126,000.  Although  new  group  sales  dropped  sub- 
stantially in  1931-33,  increases  in  existing  groups  so  far  offset  this  drop  in 
sales,  as  well  as  the  relatively  high  lapses  during  this  period,  that  the  total 
group  insurance  in  force  decreased  only  to  a  moderate  degree  even  in  the  worst 
depression  years. 

There  are  factors  in  the  group  business  today  which  make  group  insurance 
more  vulnerable  in  any  serious  future  depression  than  it  was  in  1931.  The 
much  higher  premiums  for  increased  life  coverages  and  for  greatly  expanded 
casualty  coverages  may  be  the  targets  of  future  cost-reduction  drives,  if  indus- 
trial profits  are  seriously  affected.  Another  factor  of  importance  is  the  increasing 
number  of  "forced"  plans  in  effect  as  the  result  of  collective  bargaining,  which 
perhaps  are  not  wholeheartedly  supported  by  management.  However,  strength 
of  labor  unions  will  probably  offset  these  adverse  factors. 
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F.  LEGAL  PROBLEMS 

The  initial  legal  problem  to  be  considered,  were  the  company  to  enter  the 
business  of  group  insurance,  is  whether  it  would  be  empowered  to  do  so  under 
its  existing  charter. 

The  company  is  incorporated  under  the  laws  of  the  State  of  New  York  and 
is  authorized  to  engage  in  the  business  of  "insurance  upon  the  lives  or  health 
of  persons  and  every  insurance  appertaining  thereto,"  including  annuities,  en- 
dowments, and  trusts,  as  well  as  "insurance  against  injury,  disablement  or  death 
resulting  from  travel  or  general  accident"  and  "against  disablement  resulting 
from  sickness  and  every  insurance  appertaining  thereto."  The  kinds  of  insurance 
authorized  are  further  specifically  stated  in  the  charter  to  be  such  as  are  author- 
ized by  Section  46,  subdivisions  ( 1 ) ,  ( 2 ) ,  and  ( 3 )  of  the  Insurance  Law  of  the 
State  of  New  York  "together  with  any  other  kind  or  kinds  of  insurance  business 
to  the  extent  necessarily  and  properly  incidental  to  the  kinds  of  insurance  busi- 
ness which  the  corporation  is  so  authorized  to  do."  Subdivisions  ( 1 ) ,  ( 2 ) ,  and 
(3)  of  Section  46  of  the  New  York  Insurance  Law  include  all  of  the  sub- 
divisions of  that  section  relating  to  the  "life  insurance  business." 

It  would  seem  therefore  that  the  company's  present  charter  is  sufficiently 
broad  in  scope  to  include  all  of  the  various  types  of  group  insurance  which  the 
company  necessarily  would  have  to  offer  if  it  should  enter  the  field  and  that 
no  amendment  to  its  charter  would  be  necessary.  This  conclusion  is  substantiated 
by  an  examination  of  the  powers  specified  in  charters  of  various  domestic  life 
insurance  companies  presently  engaged  in  the  group  insurance  business  (for 
example,  Windsor,  Leasid  and  State  Insurance  companies)  which  reveals  no 
significant  variations  from  the  powers  contained  in  the  charter  of  this  company. 

A  second  legal  problem  is  that  of  licensing. 

The  company  is  presently  engaged  in  the  business  of  life  insurance  in  every 
state  of  the  United  States,  the  District  of  Columbia,  the  territories  of  Alaska  and 
Hawaii,  and  the  Dominion  of  Canada  and  all  its  provinces. 

In  each  of  these  political  subdivisions  it  is  necessary  to  obtain  annually  a 
certificate,  license,  or  authorization  to  conduct  business,  which  is  issued  by  the 
superintendent  of  insurance  or  his  local  counterpart.  Certain  of  the  presently 
existing  authorizations  ( for  example,  Pennsylvania,  West  Virginia,  etc. )  do  not 
include  the  business  of  group  life  insurance  in  any  form.  It  would  be  necessary 
therefore  that  amended  or  supplemental  applications  be  made  in  such  instances, 
and  approved  by  the  particular  regulatory  authority,  before  the  company  could 
actively  engage  in  the  sale  of  group  life  insurance.  However,  no  difficulty  should 
be  anticipated  in  obtaining  such  approval. 

As  a  necessary  corollary  to  such  regulation  it  would,  of  course,  be  necessary 
to  obtain  approval  for  group  life  insurance  policy  forms  from  such  regulatory 
bodies.  This  might  consume  several  months  in  some  states.  The  preparation  of 
policy  forms  and  the  securing  of  their  approval,  therefore,  is  a  factor  to  be  con- 
sidered in  determining  the  speed  with  which  the  company  could  begin  group 
operations. 

It  should  also  be  mentioned  that  agents  desiring  to  solicit  group  insurance 
would  have  to  obtain  licenses  for  that  purpose  in  some  states. 
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CHAPTER  VI  (INCOMPLETE) 

Advantages  and  Disadvantages  of  Entry  into  Group  Insurance 

The  preceding  sections  of  this  report  have  set  forth  many  of  the  desirable 
and  undesirable  aspects  of  the  group  insurance  business.  These  various  factors 
have  for  convenience  been  brought  together  in  the  following  pages  as  part  of  a 
general  discussion  of  arguments  for  and  against  Pilgrim  Life  entering  the  group 
field  and  arranged  under  the  four  main  headings  which  represent  the  essential 
interests  that  are  at  stake,  namely: 

A.  Policyholders'  interest. 

B.  Social  interest. 

C.  Relative  position  of  Pilgrim  Life. 

D.  A  gents'  and  employees'  interests. 

These  are  discussed  briefly  in  the  following  sections  of  this  chapter. 

A.  POLICYHOLDERS'  INTEREST 

Advantages.  To  the  extent  that  stimulation  of  the  company's  over-all  growth 
through  entry  into  group  insurance  would  lead  to  general  economies  of  larger- 
scale  operations,  permeating  those  departments  serving  both  ordinary  and  group 
operations,  the  policyholders  might  benefit  because  of  lower  expense  charges 
and  hence  higher  dividends. 

Policyholders,  as  members  of  the  community  at  large,  would  also  benefit  to 
the  extent  that  social  advantages  accrue  from  the  company's  entry  into  the  group 
insurance  field. 

Disadvantages.  Funds  that  could  otherwise  be  paid  to  policyholders  as  divi- 
dends might  be  very  slightly  reduced  by  diversion  of  such  funds  for  the  fi- 
nancing of  group  operations.  Since  there  is  no  absolute  certainty  that  group 
operations  would  ever  be  successful  enough  to  fully  amortize  the  accumulated 
deficits,  it  is  possible  that  in  the  long  run  policyholders  would  suffer  a  net  loss 
of  dividends.  However,  this  is  very  unlikely.  The  temporary  diversion  of  funds 
might  be  about  two  or  three  million  dollars,  or  approximately  1  per  cent  of 
surplus  funds  now  on  hand. 

B.  SOCIAL  INTEREST 

Advantages.  The  fact  that  about  16  million  individuals  representing  about 
one  third  of  all  the  country's  nonagricultural  workers  are  now  protected  by 
group  life  insurance  is  strong  evidence  of  the  outstanding  service  that  group 
insurance  performs. 

Group  insurance  is  relatively  low  in  cost  and  provides,  at  a  minimum  outlay, 
a  layer  of  pure  protection  during  the  working  years  when  the  individual's 
obligations  are  greatest.  This  basic  protection  may  also  help  to  make  possible 
the  planning  of  an  adequate  program  of  ordinary  insurance  at  a  cost  within  the 
individual's  ability  to  pay. 

Group  insurance  extends  protection  to  a  substantial  number  of  people  who 
are  not  standard  risks  for  individual  insurance.  For  those  who  are  insurable, 
moreover,  it  has  the  desirable  effect  of  promoting  consciousness  of  insurance' 
thus  tending  to  encourage  sales  of  ordinary  insurance. 
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Similar  considerations  apply  to  the  other  group  coverages  which  protect 
against  temporary  loss  of  income  due  to  disabling  accident  or  sickness,  and 
which  help  to  meet  medical  and  hospital  expenses  resulting  therefrom. 

Entry  of  Pilgrim  Life  into  the  group  field  would  certainly  increase  somewhat 
the  rate  of  progress  of  mass  coverage  of  the  nation's  labor  force.  The  degree  of 
such  stimulus  is  difficult  to  assess,  because  it  is  evident  that  companies  now  in 
the  field  would,  if  Pilgrim  Life  stayed  out,  get  a  very  high  proportion  of  what- 
ever business  we  might  obtain.  Competition  is  very  keen,  especially  for  the 
large  cases,  and  it  is  probable  that  only  part  of  the  sales  by  Pilgrim  Life  would 
represent  a  net  increment  in  total  sales.  Nevertheless,  this  increment  would  be 
appreciable,  and  it  would  be  especially  important  with  respect  to  small  and 
medium-sized  clients.  Pilgrim  Life  would  have  a  particularly  significant  oppor- 
tunity to  assist  in  bringing  the  benefits  of  mass  coverage  to  employees  of  small 
and  medium-sized  business  in  respect  to  "cash-sickness"  insurance. 

The  social  interest  can  also  be  served  by  forestalling  government  encroach- 
ment in  fields  of  insurance  which  the  government  is  ill-equipped  to  handle. 
The  outstanding  example  is  in  the  field  of  group  casualty  coverages.  Without 
the  group  casualty  business  as  well  as  the  Blue  Cross  coverages  already  in  exist- 
ence, the  progress  of  attempts  to  enact  federal  health  insurance  and  sickness 
benefits  would  surely  be  far  more  advanced  than  they  are  at  present.  The  opinion 
has  been  expressed  that  sickness  insurance  at  a  national  level  providing  uniform 
benefits  throughout  the  country  would  be  a  serious  mistake.  This  criticism 
cannot,  on  the  other  hand,  be  leveled  at  state  cash-sickness  plans  under  which 
benefits  are  geared  to  the  level  of  needs  in  individual  states,  and  especially  if 
they  foster  private  enterprise  by  allowing  insurance  companies  to  provide  the 
coverage  on  a  basis  of  equal  opportunity. 

In  accomplishing  the  above  objectives,  the  entry  of  a  company  as  large  as 
Pilgrim  Life  into  the  group  field  would  make  a  notable  contribution  toward 
maintaining  our  system  of  free  enterprise. 

Disadvantages.  The  chief  disadvantage  of  group  insurance  lies  in  the  fact 
that  protection  automatically  terminates  when  an  employee  leaves  his  job  and 
he  may  get  no  protection  in  his  next  job.  He  is  left  completely  unprotected 
during  periods  of  unemployment.  In  the  case  of  group  life,  while  the  individual 
has  the  opportunity  to  convert  to  individual  insurance,  the  high  cost  of  such  con- 
versions, especially  in  the  later  years  of  life,  is  a  strong  deterrent. 

In  the  case  of  group  casualty  coverages,  the  temporary  nature  of  the  protection 
is  not  even  mitigated  by  any  conversion  privilege.  In  this  respect  group  hos- 
pitalization is  inferior  to  the  Blue  Cross  plan. 

In  the  case  of  group  annuities,  doubts  have  been  expressed  by  many  leading 
industrialists  as  to  the  social  value  and  economic  soundness  of  retirement  plans 
which  provide  for  little  or  no  vesting  of  rights  to  benefits.  Most  plans  have 
insufficient  vesting  to  permit  secure  provision  for  retirement  of  the  typical 
worker  who  changes  jobs  three  times  or  more  during  his  working  life.  To  the 
extent  that  progress  is  made  by  employers  in  remedying  this  and  other  defects 
of  typical  present-day  retirement  plans,  then  group  annuities  can  serve  a  bene- 
ficial social  purpose  in  supplementing  governmental  old-age  insurance,  in  fore- 
stalling excessive  liberalization  thereof,  and  in  reducing  the  expenditure  of  gen- 
eral tax  revenues  on  old-age  assistance  programs. 
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Generally  speaking,  to  the  extent  that  group  life  insurance  merely  displaces 
or  encroaches  on  individual  insurance,  no  useful  social  benefit,  other  than  pro- 
tection at  much  lower  cost,  is  conferred.  Group  insurance  is  not  "individually 
programmed"  to  the  family's  needs  and  may  therefore,  where  it  displaces  indi- 
vidual insurance,  deprive  a  family  of  the  helpful  advice  that  an  agent  might 
give. 

C.  RELATIVE  POSITION  OF  PILGRIM  LIFE 

Since  1910  the  Pilgrim  Life  has  steadily  lost  ground  on  ordinary  insurance 
in  force,  relative  to  the  companies  doing  group  and  ordinary  business  and  par- 
ticularly those  which  sell  industrial,  group,  and  ordinary. 

However,  under  the  hypothesis  that  Pilgrim  Life  has  been  rendering  the 
kind  of  service  that  it  wanted  to  render,  then  its  slower  growth  and  its  decline 
in  relative  position  may  not  be  deplorable,  and  not  a  cause  for  concern  as  long 
as  the  company  maintains  a  relatively  healthy  rate  of  increase  in  its  ordinary 
business.  The  whole  question  is  one  of  objectives.  On  this  basis  the  advantages 
and  disadvantages  of  entry  into  group  insurance  can  be  assessed  very  briefly,  as 
follows: 

Advantages.  Insurance  companies  and  their  representatives  have  gained 
prestige  by  selling  group  insurance,  from  the  point  of  view  of  wider  service 
and  greater  contacts. 

Entry  into  group  would  unquestionably  increase  the  company's  total  amount 
of  insurance  in  force.  The  increase  would  be  at  least  as  great  as  the  amount  of 
group  life  that  was  put  in  force,  and  perhaps  even  greater  than  this,  by  virtue 
of  by-product  opportunities  of  selling  more  ordinary  insurance. 

While  some  concern  has  been  expressed  regarding  the  encroachment  of  group 
insurance  on  the  ordinary  field,  the  extent  of  such  encroachment  is  difficult  to 
determine.  In  any  event,  a  company's  entry  into  the  group  field  would  provide 
a  hedge  against  this  factor. 

Entry  into  group  could,  or  could  not,  be  used  to  substantially  augment  growth 
of  assets,  depending  on  whether  emphasis  was  put  on  the  group  annuity  busi- 
ness. 

A  further  advantage  to  the  company  lies  in  the  enhanced  attractiveness  of  the 
agent's  position.  The  present  high  quality  of  our  agency  force  is  unsurpassed  in 
the  industry.  Nevertheless,  it  seems  likely  that  more  of  these  high-grade  agents 
could  be  recruited  and  retained  by  Pilgrim  Life  after  becoming  a  multiline  com- 
pany. Group  executives  with  whom  this  factor  was  discussed  emphasized  this 
point  and  reported  that  most  of  the  companies  entering  the  group  field  in  recent 
years  had  been  greatly  influenced  by  this  factor. 

Disadvantages.  Entry  into  group,  by  increasing  the  company's  relative  size, 
would  make  it  more  vulnerable  to  attack  from  "trust-busters."  It  might  even 
expose  the  company  eventually  to  a  dissolution  action  on  the  part  of  the  govern- 
ment which  would  seek  to  break  off  the  group  operation  into  a  separate  com- 
pany. These  are  certainly  not  immediate  hazards,  but  they  are  something  to 
consider  from  a  long-range  point  of  view. 

The  company's  position  may  be  measured  in  terms  of  prestige  as  well  as  size. 
Entry  into  group  would  wipe  out  the  prestige  of  being  one  of  the  largest  purely 
"ordinary"  life  companies.  It  would  replace  this  loss  with  the  possibility,  but 
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not  the  certainty,  of  eventually  becoming  one  of  the  leaders  among  the  multiline 
companies.  But  failure  to  build  up  a  substantial  group  business,  including  a  fair 
number  of  "blue-chip"  clients,  might  mean  a  loss  in  prestige. 

D.  agents'  and  employees'  interest 

Advantages.  With  group  insurance  added  to  the  "sales  kit,"  agents  would 
benefit  from  additional  commissions  earned  on  group  sales  and  from  subsequent 
opportunities  to  sell  ordinary  insurance  to  members  of  client  organizations.  It 
has  been  stated,  however,  that  less  than  half  of  the  agents  of  most  group  com- 
panies have  actually  received  such  benefits.  This  limitation  is  partly  due  to  the 
fact  that  much  of  the  business  is  brought  in  by  brokers,  and  partly  due  to  the 
fact  that  many  agents  operate  in  rural  areas.  On  the  other  hand,  Pilgrim  Life 
agents,  to  a  greater  extent  than  those  of  most  other  companies,  have  cultivated 
contacts  with  leaders  in  the  business  community  which  would  prove  very  helpful 
in  securing  group  sales.  As  a  qualification  to  the  foregoing  appraisal,  it  should 
be  remembered  that  many  Pilgrim  Life  agents  are  already  active  as  group  brokers 
for  other  carriers.  Thus,  the  net  increase  of  group  commissions  earned  by  these 
agents  might  therefore  be  small. 

An  approximate  indication  of  the  extent  of  activity  of  the  company's  agents 
in  group  insurance  is  provided  by  returns  from  a  recent  questionnaire  sent  to 
managers.  The  S25.6  million  of  group  life  written  in  1949  by  Pilgrim  Life 
agents  were  reported  on  the  returns  that  had  been  received  from  94  branch 
offices  by  March  22,  1950.  The  actual  total  is  undoubtedly  much  larger  than 
this  figure,  first,  because  about  19  branch  offices  were  not  included  in  this  total, 
and,  second,  because  some  individual  agents  refused  to  disclose  amounts  written. 

Inauguration  of  group  operations  would  open  up  many  opportunities  for 
transfer  of  present  personnel  to  positions  of  enhanced  responsibility  in  the  new 
group  department.  It  would  also  bring  about  more  rapid  advancement  of  many 
of  the  best-qualified  people  in  existing  departments,  to  fill  openings  left  as  a 
result  of  transfers. 

Disadvantages.  Experience  of  other  companies  shows  that  a  certain  number 
of  agents  always  become  overenthusiastic  about  group  prospects,  with  the  result 
that  their  ordinary  business  suffers. 

There  exists  the  possibility  of  lowered  morale  in  rare  instances  where  an  agent 
who  has  done  a  considerable  amount  of  work  on  a  group  case  is  deprived  of  a 
commission  which  the  client  directs  to  be  paid  to  a  broker. 

#     #     #     *  # 

In  concluding  this  report,  we  should  like  to  emphasize  that  the  potential 
group  market  is  still  very  large  and  is  likely  to  grow  with  the  nation's  continued 
industrial  expansion.  It  is  therefore  reasonable  to  expect  that  the  Pilgrim  Life 
could  successfully  enter  the  field  of  group  insurance  if  it  is  prepared  to  accept 
the  following  conditions: 

1.  Establish  an  independent  group  department  with  competent  home  office 
and  field  personnel. 

2.  Offer  all  coverages  to  meet  competition  and  the  demands  for  a  complete 
"welfare  package." 
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3.  Officers  and  directors  must  enthusiastically  support  the  group  insurance 
operations,  and  welcome  the  opportunity  to  help  solicit  big  accounts. 

4.  Accept  brokerage  business  (in  group  insurance,  not  ordinary) ,  and  initially 
actively  seek  such  business. 

5.  Initially,  at  least,  clients  must  be  given  considerable  freedom  in  naming 
the  recipients  of  group  commissions,  regardless  of  any  injustice  to  agents. 

These  conditions  are  not  intended  as  an  exhaustive  list,  nor  are  they  intended 
as  an  indirect  or  implied  warning  to  stay  out  of  the  business.  They  are  placed 
at  the  conclusion  of  this  report  only  to  serve  as  a  reminder  that  success  is  not 
automatic  in  a  business  as  competitive  and  dynamic  as  group  insurance. 

Respectfully  submitted, 


{Signed  by  members  of 
the  report  committee) 

After  Messrs.  Lane,  Marsden,  and  Gray  had  studied  the  report, 
they  appointed  a  committee  to  consider  the  problem  further.  Those  on 
the  committee  were: 

1.  Mr.  Lane,  chairman  of  the  board. 

2.  Mr.  Marsden,  president. 

3.  Mr.  Gray,  senior  vice  president. 

4.  Mr.  Everett,  agency  vice  president. 

5.  Mr.  Sperry,  financial  vice  president. 

6.  Mr.  Morris,  vice  president  and  chief  actuary. 

7.  Mr.  Anderson,  vice  president  in  charge  of  underwriting. 

8.  Mr.  Jarvis,  general  counsel. 

9.  Mr.  Cannon,  assistant  vice  president — planning  and  research  department. 

A  copy  of  the  report  was  given  to  each  of  these  men,  and  they  had 
an  opportunity  to  read  and  study  it. 

After  allowing  a  period  for  review  of  the  report,  Mr.  Marsden  called 
them  together  and  said,  "You  have  all  had  a  chance  to  study  and 
analyze  this  report  regarding  group  insurance.  Whether  we  should 
enter  the  group  insurance  field  is  a  very  important  question  to  the 
company.  We  will  have  a  number  of  meetings  regarding  whether  or 
not  we  should  recommend  entrance  into  group  insurance  to  the  board. 
I  hope  you  will  come  to  these  meetings  with  open  minds,  prepared  to 
discuss  every  phase  of  this  subject  without  preconceived  ideas.  My  hope 
is  that  after  a  series  of  discussions,  we  will  arrive  at  a  consensus  of 
opinion,  either  for  or  against  entry  into  group.  I  have  no  foregone 
conclusion  myself,  and  together  we  are  seeking  the  right  answer." 
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In  the  course  of  his  study  of  the  Pilgrim  Life  Insurance  Company, 
John  Scott  decided  that  he  wanted  particularly  to  discuss  with  the 
senior  officers  the  financial  policies  and  operations  of  the  company. 
Accordingly,  a  meeting  was  arranged  at  which  Mr.  Scott  met  with  Mr. 
Marsden,  the  chairman,  Mr.  Gray,  the  president,  and  Mr.  Sperry,  a 
senior  vice  president.  Mr.  Cannon,  the  officer  in  charge  of  external 
affairs,  was  also  present. 

Scott:  Would  you  tell  me  something  about  your  investment  poli- 
cies and  operation? 

Marsden:  I  came  to  Pilgrim  in  1942  as  director  and  member  of 
the  finance  committee  of  the  board.  From  much  financial  experience, 
I  had  formulated  two  principles  of  investment  operation.  First,  invest- 
ment experts  should  make  the  investments.  Investment  policy  evolves 
from  a  series  of  actions.  It  is  not  so  much  the  responsibility  of  the 
finance  committee  to  judge  individual  investments  as  it  is  for  it  to  judge 
the  policies  and  abilities  of  the  investors,  in  our  case  Mr.  Sperry  and 
his  department. 

My  second  principle  of  investment  policy  is  a  strong  belief  that 
there  is  a  fundamental  fallacy  in  the  idea  that  "trustees  can't  be  too 
careful."  I  certainly  don't  believe  that  trustees  should  be  bursting  out 
in  all  directions.  It  is  largely  a  matter  which  is  relative  to  your  position 
and  your  degree  of  exposure.  It  is  just  as  wrong  to  have  all  of  your 
investments  in  government  bonds  as  it  is  not  to  be  very  careful  with 
other  people's  money.  The  stout  fellow  who  thinks  he  is  doing  a  good 
job  if  he  puts  all  his  money  in  governments  is  simply  avoiding  his  re- 
sponsibility to  do  a  better  job.  I  believe  he  has  a  responsibility  to  try 
to  build  up  his  yield.  I  don't  mean,  of  course,  that  he  should  play 
ducks  and  drakes  with  other  people's  money.  In  any  event,  it's  our  firm 
policy  that  the  financial  department  is  responsible  for  handling  our  in- 
vestments. 

What  do  you  think,  Bill  [Sperry]? 


1  All  names  have  been  disguised. 
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Sperry:  I  think  you  and  Mr.  Gray  have  given  us  a  great  deal 
of  encouragement  to  become  much  more  a  part  of  the  business  com- 
munity, instead  of  just  staying  here  among  outselves  with  the  financial 
district  point  of  view.  We  have  been  trying  to  encourage  human 
relationships  in  our  investment  operations  so  that  they  won't  be  too 
mechanical. 

Gray:  When  we  say  we  like  to  get  out  into  the  business  com- 
munity, it  is  to  broaden  our  contacts  and  perspective  and  to  help  us 
make  investments.  In  the  main,  people  with  investment  propositions 
come  to  us  because  they  have  confidence  in  us  and  our  people. 

Scott:  You  mean  it's  a  buyers'  market  from  the  lender's  point  of 
view? 

Gray:    It  depends  on  what  the  demands  of  the  economy  are. 

Marsden:  Yes,  and  it  is  important  to  get  out  into  the  business 
community  because  of  the  ideas  you  find. 

Sperry:  A  fellow  at  my  level  can  have  many  ideas,  but  unless  he 
behaves  in  the  proper  way,  the  ideas  of  people  below  him  (see  Ex- 
hibit 1)  will  be  discouraged  and  held  back.  We  have  made  consider- 
able progress  in  recent  years  in  getting  our  men  below  the  officer 
level  out  among  businessmen.  I  think  our  financial  people  are  now 
accepted  by  businessmen  as  being  good  people  to  know. 

Marsden  :  Yes,  we  should  be  known  as  reasonable  people  who  are 
good  to  do  business  with.  We  here  at  this  level  live  in  what  I  would 
call  a  pure  management  culture.  Compared  to  other  businesses,  we  are 
relatively  uninfluenced  by  outside  factors.  Other  companies  have  to 
make  adjustments  to  the  realities  of  life.  Sometimes  they  rationalize 
that  that  was  what  they  wanted  to  do  anyway.  Big  manufacturers,  for 
example,  have  to  please  their  customers  and  suppliers;  they  also  have 
many  other  important  problems  to  which  they  must  adjust.  In  a  way, 
our  responsibility  for  results  is  greater  because  we  are  less  affected 
by  outside  influences  than  they. 

Scott:  You're  more  the  master  of  your  own  fate  and  the  captain 
of  your  own  soul  than  they  are? 

Marsden:    That's  right. 

Sperry:  We  can  do  a  poor  job,  and  the  public  can't  judge  as 
quickly  as  would  be  the  case  in  most  businesses.  Our  management 
has  to  be  more  alert  and  do  much  more  self -examining  and  self-dis- 
ciplining to  do  the  best  job. 

Marsden:  The  corollary  of  this  is  that  we  have  no  alibis  because 
the  exigencies  of  circumstances  don't  often  force  us  to  do  things  at 
variance  with  our  own  will. 
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Scott:  Mr.  Sperry,  you  say  that  Mr.  Marsden  and  Mr.  Gray  have 
done  much  to  change  the  atmosphere  here? 

Sperry:  They  made  it  much  easier  for  us  to  learn  to  know  the 
business  community  and  to  establish  a  more  favorable  attitude  toward 
Pilgrim  life. 


Exhibit  1 

PILGRIM  LIFE  INSURANCE  COMPANY  I E) 
Investment  Organization 
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Gray:  I  like  to  think  that  we  are  selling  Pilgrim  Life  all  the  time. 
As  we  go  out  and  talk  about  investments,  we  mav  establish  a  contact 
that  will  enable  us  to  sell  group  or  other  policies  later  on.  We  have 
been  reasonably  successful  in  establishing  such  relationships. 

Marsden:  It  isn't  that  we  make  a  conscious  effort  to  sell  policies 
through  our  investment  people.  Of  course,  that  might  possiblv  be  a 
by-product  of  outside  relationships.  They  operate  this  way  because  the 
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delegation  of  authority  has  increased  their  interest  and  enthusiasm  for 
all  aspects  of  the  company's  business. 

Scott:  Would  you  tell  us  something  about  the  background  think- 
ing that  caused  you  to  raise  the  problem  of  changing  Section  81, 2  espe- 
cially in  regard  to  common  stock  investments? 

Marsden:  Well,  we  had  talked  a  great  deal  about  the  possibility 
of  investing  in  common  stock.  We  decided  that  we  were  too  old- 
fashioned  in  our  outlook  and  that  the  idea  that  "trustees  can't  be  too 
careful"  had  permeated  our  thinking. 

Sperry:  The  New  York  law  doesn't  tell  you  what  you  can't  do  but 
what  you  can  do.  Some  people  in  New  York  thought  the  right  thing 
would  have  been  legislation  allowing  a  certain  percentage  of  the  total 
investment  to  be  governed  by  the  prudent  man  rule,  but  such  legisla- 
tion wasn't  possible  at  that  time. 

Marsden:  Investment  practice  in  the  insurance  field  reflected  an 
established  procedure  and  long-standing  statutes  which  made  it  diffi- 
cult to  secure  a  change  in  this  area.  I  began  seriously  to  consider  the 
matter  shortly  after  I  testified  at  a  congressional  hearing.  When  I  was 
asked  if  we  invested  in  common  stocks,  I  replied  that  we  were  not 
allowed  to  under  New  York  law.  When  asked  if  we  would  invest  in 
common  stocks  if  we  could,  I  said  "Yes — sure  we  would."  After  that  I 
began  to  wonder  why  didn't  we  attempt  to  have  the  law  changed? 
Back  in  the  office,  I  discussed  this  with  Messrs.  Gray,  Sperry,  and  Can- 
non. 

We  weren't  interested  in  having  the  law  changed  because  we  were 
desperate  for  new  investment  outlets,  but  there  were  a  number  of 
things  the  insurance  companies  earnestly  believed  in.  The  legislature 
did  not  enact  all  our  requests.  Accordingly,  in  all  likelihood,  we  shall 
submit  our  requests  again.  We  were  pleased  to  have  common  stock 
investments  authorized. 

Scott  :  You  said  that  it  was  at  a  congressional  hearing  that  this 
question  first  came  up? 

Marsden:  The  question  had  come  up  previously,  but  the  hearing 
really  aroused  our  interest.  Sperry,  Cannon,  and  I  were  at  the  hearing. 
We  came  back  with  the  idea  that  we  would  pursue  the  matter  more 
vigorously.  The  state  insurance  department  said  it  was  probably  a  good 


2  Section  8 1  of  the  New  York  State  Insurance  Law  governs  the  type  of  investments  in- 
surance companies  which  operate  in  the  State  of  New  York  are  able  to  make.  Most  of  the 
largest  insurance  companies  were  chartered  in  the  State  of  New  York,  and  the  New  York 
State  Legislature  has  generally  shown  leadership  in  enacting  legislation  for  the  regulation 
of  life  insurance  company  operations. 
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idea  to  amend  the  law,  but  it  needed  more  study,  so  we  undertook  to 
help  provide  a  comprehensive  brief  in  support  of  the  amendments  and 
we  got  an  indorsement  from  the  State  Insurance  department.  This  was 
helpful  in  getting  the  amendments  adopted. 

Scott:  Did  the  fact  that  the  law  was  changed  change  your  opera- 
tions? Did  you  invest  in  common  stocks  to  the  limit? 

Sperry:  No.  We  have  done  some  investing  in  common  stocks 
each  year,  starting  in  1951.  By  December,  1953,  we  held  about  $38 
million.  We  have  purchased  these  stocks  on  a  dollar  averaging3  pro- 
gram. 

Marsden:  When  we  started  in  August,  1951,  the  Dow- Jones 
average  was  about  260,  wasn't  it,  Bill? 

Sperry:  No,  it  was  about  270.  I  think  it's  fair  to  say  that  we 
would  have  purchased  more  commons  if  the  other  domestic  life  insur- 
ance companies  of  our  state  had  been  more  active  buyers.  I  would  say 
that  we  have  used  about  one  third  of  the  statutory  limit.4 

Marsden  :  We  probably  would  have  purchased  more  if  the  limits 
had  been  lO^c  rather  than  3%. 

Scott:  Did  all  of  the  other  companies  go  into  commons  after  the 
change  in  the  law? 

Sperry:  Not  all.  Their  thinking  must  have  been  different  from 
our  basic  reasoning. 

Marsden:  Yield  is  very  important,  and  it  wasn't  until  the  1940's 
that  yields  on  common  stocks  became  very  much  better  than  on  bonds. 
The  compounding  of  yields  offsets  the  disadvantages  in  price  fluctua- 
tions. 

We  compared  bonds  at  3  with  stocks  at  5  .  That  2  difference, 
when  compounded,  is  very  important.  In  some  businesses,  return  on  in- 
vestments cannot  be  compounded  automatically.  Funds  are  sidetracked 
into  plant,  equipment,  and  other  types  of  investments  which  keep  a 
company  from  realizing  this  compounded  return.  In  our  business  we 
do  not  have  this  trouble.  Over  a  long  period  this  compounding  would 
take  care  of  any  decline  in  the  market  price  of  the  stock. 

Sperry:    One  company  had  an  investment  in  Old  Colony  stock. 

3  "Dollar  averaging"  is  the  spreading  out  of  purchases  so  as  to  minimize  the  risks  of 
buying  at  the  wrong  time.  The  system  requires  that  a  constant  dollar  amount  be  invested 
at  periodic  intervals. 

4  The  substance  of  Section  81  of  the  New  York  Insurance  Act  provided  that,  in  total, 
a  mutual  insurance  company  in  the  State  of  New  York  could  own  common  stocks  of  cor- 
porations up  to  3%  of  its  admitted  assets  or  one  third  of  its  surplus,  whichever  was  less. 
The  company  might  own  stock  in  any  one  company  up  to  2%  of  that  company's  total  out- 
standing stock,  provided  that  not  more  than  one  tenth  of  1  %  of  the  insurance  company's 
assets  was  invested  in  that  stock. 
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After  many  years  they  found  the  stock  was  valueless,  but  while  they 
held  it  they  had  received  their  original  outlay  plus  a  return  that  aver- 
aged better  than  7%  on  their  original  investment.  Nevertheless  some 
companies  have  looked  with  disfavor  on  common  stocks. 

Scott:  Would  you  say  that  insurance  people  look  to  insurance 
companies  who  take  that  position  for  leadership? 

Sperry:  No,  no  one  is  dependent  on  anyone  else;  we  are  a  group 
of  rugged  individualists,  although  we  are  aware  of  current  practice. 

Marsden:  In  this  industry  no  one  owes  anyone  anything.  We 
don't  have  joint  ventures  as  they  do  in  some  businesses.  There  are 
more  than  800  life  insurance  companies,  and  they  have  varied  ideas. 

Gray:  I'm  not  wholly  in  agreement  with  what  you  say  about  lead- 
ership. Some  companies  have  had  influence  in  many  directions.  But 
there  is  no  uniformity  in  leadership.  Today,  many  companies  are  show- 
ing initiative.  No  one  company  or  group  of  companies  has  a  monopoly 
on  valid  ideas. 

Sperry:  I  don't  see  companies  following  any  leader  on  invest- 
ments. Money  has  to  go  where  demand  lies.  You  have  little  control 
in  placing  it.  After  World  War  II  there  was  a  demand  in  public  utili- 
ties; later  on  demand  was  in  industry.  Insurance  money  has  to  go 
where  the  demand  is. 

Marsden:  Yes,  that's  right.  Looking  back  with  the  benefit  of 
hindsight,  many  investment  people  fool  themselves  into  thinking  that 
they  had  a  neatly  preplanned  pattern  of  investment  action  when  that 
was  not  true. 

Sperry:  Two  years  ago  mortgage  notes  were  relatively  attractive. 
We  followed  the  general  rates  and  moved  into  them.  But  we  would 
not  have  been  able  to  forecast  this  a  year  in  advance.  We  try  to  be 
alert  and  see  what  is  good  in  the  economy. 

Marsden:  You  do  some  calculating  as  to  what  percentages  will  be 
put  into  bonds,  mortgages,  and  other  types  of  securities? 

Gray:  Yes,  I  have  a  feeling  that  it  is  easy  to  oversimplify  invest- 
ment operations  and  understate  the  amount  of  planning  that  is  actually 
done  in  that  area. 

Marsden:  We  are  something  like  a  rowboat  on  the  broad  current, 
but  we  do  have  our  oars. 

Sperry:  We  can  predict  with  very  considerable  accuracy  the 
amount  of  cash  we  will  have  available  for  investment.  We  can  tell 
that  we  are  going  to  have  about  $300  million  to  be  invested.  We  ear- 
mark some  for  industrial  securities,  certain  amounts  for  mortgages,  and 
the  balance  for  other  investments.  We  do  have  some  ideas  as  to  what 
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we  hope  ro  be  able  to  do  during  the  coming  year.  For  example,  cur- 
rently we  are  not  too  interested  in  public-utility  bonds  because  we  can 
find  better  investments.  We  believe  that  we  may  find  some  attractive 
opportunities  in  public-utility  preferred  stocks.  We  try  to  keep  flexible 
and  to  respond  to  the  changes  in  the  markets.  We  have  sold  some  of 
our  United  States  government  bonds  and  have  bought  into  such  things 
as  the  Massachusetts  Turnpike  and  some  good  yield  municipals  that 
were  available. 

Mortgage  investing  is  done  through  our  mortgage  loan  correspond- 
ents across  the  country.  We  allocate  sums  to  each  region. 

Scott:  How  do  vou  fan  your  mortgage  investments  out  over  the 
country? 

Sperry:  We  operate  in  practically  every  state  in  the  union.  We 
make  a  conscious  effort  to  spread  our  mortgage  money,  but  our  success 
depends  in  large  measure  upon  the  effectiveness  of  our  correspondents. 
There  are  historical  factors  operating,  and  there  is  also  the  effect  of 
local  interest  rates.  Of  course,  if  vou  buv  the  securities  of  a  national 
organization  like  Sears,  Roebuck  or  J.  C.  Penney,  funds  flow  out 
through  their  operations,  but  this  flow  is  beyond  our  control. 

Scott:    How  many  mortgage  loan  correspondents  do  you  have? 

Sperry:  We  have  120.  We  have  four  regional  officers  in  charge 
of  mortgage  operations,  and  under  them  we  have  ten  local  managers 
who  are  geographically  spotted  around  the  country. 

Scott:  Do  you  have  any  rule  in  setting  up  allocations  among 
geographical  regions? 

Sperry:  Well,  population  is  a  most  important  factor.  Our  mort- 
gage investments  are  influenced  by  population  factors  to  a  marked  de- 
gree. 

Scott:  How  far  in  advance  do  vou  decide  what  securities  you  are 
going  to  purchase? 

Sperry:  On  individual  stocks  we  don't  decide  very  far  in  advance. 
We  know  what  we  would  like  to  have  in  our  common  stock  portfolio. 
We  have  a  list  of  approved  stocks,  and  we  make  recommendations  to 
the  finance  committee  for  additions  and  deletions  from  that  list  from 
time  to  time.  We  purchase  these  stocks  on  a  dollar  averaging  program. 

Scott:    How  often  are  stocks  added  to  or  dropped  from  the  list? 

Sperry:  Each  month  we  determine  what  stocks  on  the  list  we  are 
going  to  buy.  Recently  we  decided  that  a  few  should  be  dropped,  and 
in  the  finance  committee  June  meeting  we  will  propose  that  they  be 
taken  off  the  list. 

Marsden  :    Under  New  York  law  the  board  of  directors  is  responsi- 


PILGRIM  LIFE  INSURANCE  COMPANY  (E)  647 

ble  for  making  investments  and  can  delegate  to  the  finance  committee 
of  the  board  that  responsibility.  However,  the  actual  day-to-day  opera- 
tions are  carried  on  by  our  investment  people  here  and  in  the  field. 
Most  major  purchases  are  discussed  by  the  finance  committee,  but  stock 
purchases  are  put  through  on  the  authority  of  a  currently  approved  list 
of  the  finance  committee  and  the  board.  It  delegates  the  decision  as  to 
actual  time  and  price  of  purchase  to  our  investment  department. 

Gray:  Part  of  the  job  of  the  finance  committee  is  to  make  sure 
that  the  investment  people  in  Pilgrim  Life  are  topflight  folk.  The  fi- 
nance committee  would  soon  sense  any  failure  on  the  part  of  our  in- 
vestment people  to  do  a  first-class  job. 

Sperry:  On  forward  planning,  we  analyze  the  economy  and  make 
a  forecast  of  what  we  think  will  be  the  most  attractive  investment 
areas. 

Gray:    I  wanted  you  to  give  a  picture  of  that. 

Sperry:  We  have  a  large  portfolio  of  government  bonds,  but 
where  more  attractive  areas  are  opening  up,  we  dip  into  those  bonds. 
We  used  to  be  one  of  the  largest  holders  of  government  bonds. 

Marsden:  The  finance  committee  believes  that  we  should  keep 
our  money  invested  continuously  and  not  try  to  hold  out  when  the 
market  is  high  or  buy  when  it  is  low.  We  try  to  be  alert  for  the  hard- 
ening and  softening  of  interest  rates  because  we  increase  or  decrease 
our  forward  investing,  depending  on  our  interest  rate  forecast.  Last 
autumn,  for  example,  we  believed  that  there  would  be  a  softening  of 
interest  rates,  so  we  increased  our  forward  investing. 

Scott  :  I'm  not  sure  I  understand  what  you  mean  by  forward  in- 
vesting. 

Sperry:  It's  a  forward  commitment — like  a  banker  putting  money 
out  in  advance. 

Marsden:  It's  a  contract  for  future  delivery — we  agree  now  to 
make  a  loan  at  a  specified  rate  some  time  in  the  future,  and  meanwhile 
we  make  a  stand-by  charge. 

Sperry:    We  have  some  commitments  to  loan  in  1955. 

Marsden:  We  can  make  these  forward  commitments  for  a  better 
rate  than  the  currently  prevailing  rate.  That  is  why  we  are  interested 
when  we  foresee  that  interest  rates  may  be  easing. 

Sperry:  Generally  there  is  a  premium  rate  on  this  type  of  loan, 
and  we  sometimes  earn  a  stand-by  charge. 

Marsden:  We  are  in  a  better  position  to  make  these  forward 
commitments  than  other  institutions  because  we  can  predict  quite  ac- 
curately what  funds  we  will  have  available  in  the  future. 
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Some  people  are  critical  of  this  type  of  operation,  but  I  tell  them 
that  when  they  buy  a  30-year  bond,  they  have  in  fact  made  a  com- 
mitment for  30  years. 

Scott:  When  they  buy  a  30-year  bond,  they  are  saying,  "We  will 
loan  a  sum  of  money  at  a  certain  rate  for  each  of  the  next  30  years." 

Marsden:  That's  right,  this  is  no  different  from  saying  that  "two 
years  from  now  we  will  lend  you  a  given  sum  of  money  at  a  given 
rate  for  the  next  25  years."  Of  course,  the  rates  may  not  behave  as  you 
forecast.  That  is  the  risk  involved. 

Sperry:  Yes,  that's  why  we  can  get  better  than  the  current  rate 
when  we  make  future  commitments. 

Some  time  ago  we  decided  that  the  future  of  the  mortgage  loan 
business  was  looking  better,  and  even  though  we  were  pretty  fully 
committed,  we  pushed  mortgages.  To  do  this  we  have  been  selling 
our  governments.  We  made  a  policy  decision  to  raise  mortgages  from 
25%  to  30%  of  our  portfolio. 

Marsden  :  We  cannot  do  just  what  we  want  in  placing  our  funds. 
It  is  a  matter  of  following  demand.  We  can't  impose  our  will  on  the 
demand  for  funds.  Obviously,  our  funds  are  a  perceptible  factor  in  the 
market.  We  don't  go  dashing  in  and  out  of  the  market.  As  one  of  the 
largest  companies  we  try  to  let  people  know  what  we  are  going  to  do. 
When  we  make  a  decision  such  as  the  one  to  increase  our  holdings  of 
mortgages,  we  tell  our  plans  to  our  mortgage  correspondents. 

Scott:  You  feel  that  when  you  change  your  course  you  may  be 
affecting  people's  expectations  and  that  you  should  let  them  know 
what  you  are  doing? 

Sperry:  Yes,  but  we  can  invest  only  where  there  is  a  supply  of 
securities.  If  there  were  a  supply  today  at  3  %  % ,  we  would  push  in  on 
that.  But  if  the  supply  isn't  there,  any  bid  on  our  part  would  simply 
drive  prices  up,  and  we  wouldn't  get  anything. 

Marsden:  A  good  example  of  this  is  certain  preferred  stocks  in 
which  we  are  very  interested.  We  can  only  buy  shares  as  offered, 
even  though  we  would  like  to  have  more. 

Sperry:  We  are  an  eager  buyer  when  a  good  security  is  offered, 
but  you  can't  decide  you  would  like  to  buy  a  3  %  %  preferred  at  94  and 
get  more  than  a  couple  of  hundred  shares  on  the  market.  You  can 
pick  them  up  only  as  they  are  offered  from  time  to  time. 

Gray:  As  Bill  knows,  investments  haven't  always  been  as  impor- 
tant in  our  operation  as  they  are  now.  And  they  will  take  on  added 
importance  in  the  future.  With  increasing  operation  costs  and  keener 
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competition,  the  investment  operation  is  one  area  in  which  we  can 
exercise  administrative  control. 

Sperry:  There  are  three  factors  at  work  in  our  premium  rate:5 
loading  expense,  mortality  experience,  and  return  on  investments.  On 
loading  expense  we  do  well  to  break  even.  As  to  mortality,  we  use 
standard  tables.  The  real  opportunity  to  make  gains  is  in  interest  earn- 
ings. If  we  can  increase  our  yield,  it  will  make  a  very  important  differ- 
ence in  premium  rates!  Our  projections  reflect  our  hopes  that  in  the 
foreseeable  future  we  can  increase  our  net  return  from  3.05%  after 
taxes  to  3.25%.  That  would  make  a  tremendous  difference  in  our  over- 
all premium-dividend  picture. 

Scott:  You  mean  that  you  have  administrative  leeway  only  in  the 
field  of  investment — that  mortality  rates  and  operating  expenses  are 
things  you  can't  control? 

Marsden:  No,  that  isn't  quite  right.  We  can  do  a  good  job  on 
selection  of  risks  and  controlling  expenses,  but  the  life  insurance  busi- 
ness is  always  competitive,  and  we  are  entering  a  period  of  greater  com- 
petition, so  I'd  emphasize  that  we  must  make  good  investments  to  be 
able  to  compete  with  other  companies  on  premium  rates. 

Sperry:  So  far  we  have  been  talking  only  about  the  actual  in- 
vesting of  funds,  but  that  is  only  one  phase  of  our  operation.  Now  we 
have  to  hire  specialists  for  more  research  in  the  various  fields.  For  ex- 
ample, we  have  a  Ph.D.  in  chemistry,  engineers,  and  geologists.  One 
fellow  does  nothing  but  follow  the  retail  business.  We  have  to  be 
knowledgeable  in  many  fields. 

Twenty  years  ago  investment  people  sat  in  their  offices  and  took 
someone  else's  word  for  what  were  good  investments.  Now,  proposed 
investments  are  subject  to  a  very  considerable  amount  of  research  and 
study.  Our  technical  and  financial  people  look  at  companies,  and  their 
findings  go  to  our  investment  people  and  the  finance  committee. 

Once  an  investment  is  on  our  books,  we  continue  to  watch  it  closely. 
Regular  figure  analyses  are  done  constantly  on  all  the  securities  we 
own.  In  addition,  we  send  out  task  forces  of  technical  and  financial 
analysts  to  interview  representative  companies  in  the  principal  indus- 
tries. Their  reports  are  circulated  within  the  company. 

On  private  placements,  we  send  our  people  out  in  the  field  regularly 
to  review  and  report  on  each  company. 

5  The  gross  premium  charged  the  insured  including  the  net  or  actual  cost  of  policy 
claims,  plus  an  amount  called  loading.  Loading  was  to  pay  for  expenses  included  in  writing 
and  servicing  policies  and  to  provide  a  margin  for  possible  contingencies. 
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Scott:    Do  these  reports  lead  to  action? 

Sperry:  When  you  are  a  lender,  there  is  little  that  you  can  do. 
You  have  no  rights  other  than  those  in  the  indenture;  generally  you 
can  act  only  when  you  are  called  upon.  Sometimes  these  companies 
ask  our  advice.  We  don't  participate  in  management  because  we 
haven't  the  required  skills  or  the  time. 

Marsden:  Now  and  then,  when  bond  indenture  clauses  are  vio- 
lated, we  have  to  take  action. 

Sperry:  Occasionally,  especially  when  a  situation  goes  bad,  we 
talk  to  management. 

Marsden:  However,  unless  the  clauses  of  the  indenture  have  been 
violated,  we  don't  intervene  in  management.  In  a  passive  manner  we 
find  ourselves  in  a  position  of  offering  advice.  Sometimes  management 
people  wish  to  alter  an  indenture  because  circumstances  have  changed. 
This  gives  us  a  chance  to  review  the  whole  situation.  Usually  we  can 
agree  on  a  change  that  enables  them  to  do  what  they  wish. 

Sperry:  Yes,  management  people  sometimes  get  expansion  ideas 
that  would  violate  our  contract  and  jeopardize  our  position.  We  don't 
try  to  force  our  thinking  on  them.  In  the  few  cases  that  this  has  hap- 
pened we  have  not  wanted  to  be  in  the  way  and  suggested  that  they 
pay  us  off.  In  most  cases,  however,  we  have  been  able  to  modify  the 
contract  in  a  way  that  frees  them  to  do  what  they  want  and  at  the  same 
time  maintain  the  soundness  of  our  position. 

Marsden  :  If  we  have  an  honest  difference  of  opinion  with  a  com- 
pany, we  let  them  pay  off  at  par  without  exacting  the  premiums  for 
prior  payment.  We  could  exact  our  pound  of  flesh,  but  we  don't  do 
this.  It  is  the  same  with  mortgages.  We  always  try  to  adjust  them  and 
work  things  out. 

Scott:  Do  you  ever  find  yourselves  in  the  position  where  the  way 
you  vote  your  proxies  would  make  a  difference  on  a  contested  issue? 

Sperry:  Well,  we  wouldn't  buy  securities  in  a  company  unless  we 
had  confidence  in  management  in  the  first  place.  For  that  reason  we 
have  never  voted  against  management.  There  have  been  two  instances 
when  we  withheld  our  proxies  because  we  disagreed  with  management. 
These  were  both  cases  where  management  was  trying  to  push  through 
changes  we  did  not  agree  with. 

We  don't  want  to  avoid  the  responsibilities  of  ownership,  but  most 
companies  which  get  into  a  public  hassle  have  managements  which 
have  been  having  trouble  for  some  time.  Troubles  like  these  cast  their 
shadows  before  them.  Because  of  this  and  the  care  we  exercise  about 
managements,  we  don't  often  find  ourselves  in  situations  of  that  kind. 
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SCOTT:  Did  the  withholding  of  your  proxies  affect  the  outcome 
in  either  of  these  cases? 

Sperry:    No,  it  was  just  an  empty  gesture. 

Scott:  How  far  would  you  carry  this  idea  of  ownership  responsi- 
bility? 

Marsden:  We  take  up  every  case  on  its  own  merits.  Any  gen- 
eralization you  might  make  would  be  regretted. 

Sperry:  It  is  not  always  easy  to  sell  the  securities  of  a  company 
which  is  in  trouble. 

Marsden:  No,  generally  there  are  no  buyers  for  securities  that 
have  gone  sour.  Other  large  investors  also  have  good  sources  of  in- 
formation. If  we  didn't  like  a  company,  it  would  be  very  hard  for  us 
to  sell  $10  million  worth  of  their  bonds,  for  instance. 

Scott:    It  would  be  a  case  of  fearing  Greeks  bringing  gifts? 

Marsden:  Yes. 

Sperry:  On  rare  occasions  securities  are  passed  between  two  dif- 
ferent life  insurance  companies  simply  because  of  bona  fide  differences 
of  opinion  regarding  their  worth. 

Scott:  Maybe  it's  just  something  of  my  missionary  spirit,  but  I 
wonder  if  you  have  given  thought  to  the  possibilities  of  creating  in- 
vestment opportunities?  Using  the  benefit  of  hindsight,  we  know  that 
in  the  1920's  and  1930's  railroads  needed  money  to  modernize  their 
equipment  and  systems.  If  you  had  been  in  business  then  and  had 
imagination,  could  you  not  have  seen  this  need  and  taken  aggressive 
action  in  trying  to  interest  railroads  in  using  your  financial  resources 
for  more  modernization?  In  this  way  you  would  be  serving  a  very 
positive  function  in  the  national  economy. 

Marsden:    Well,  perhaps  so. 

Scott:  I  am  thinking  of  creating  entirely  new  opportunities  in 
lines  where  people  haven't  done  anything  before.  Would  there  be, 
for  example,  possibilities  of  lending  money  to  colleges  to  build  up 
their  plants?  Scattered  throughout  the  land  are  hundreds  of  colleges 
that  are  in  desperate  need  of  better  facilities,  and  some  of  them 
might  make  good  borrowers. 

Marsden:  Well,  I'm  not  sure  that  we  should  get  into  that  kind 
of  business. 

Scott:  Well,  you  could  be  as  discriminating  among  them  as  you 
would  be  among  other  borrowers.  You  might  find  some  college  where 
the  president,  trustees,  and  faculty  seem  to  be  on  their  toes  and  a  for- 
ward-looking group.  Those  people  would  make  a  good  risk,  and  with 
funds  from  you  they  could  build  the  kind  of  plant  they  need. 
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Marsden:  Well,  we  have  lent  a  little  money  for  college  dormi- 
tories, student  unions,  and  that  kind  of  thing  where  money  is  coming 
in  from  the  facility  itself  to  pay  off  the  mortgage.  You  must  remem- 
ber that  we  are  not  an  eleemosynary  institution. 

We  are  in  a  trust  position  here,  and  I  don't  think  that  we  should  do 
too  much  pioneering.  If  something  goes  poorly,  even  though  it  is  only 
a  very  small  percentage  of  our  total,  it  could  give  the  wrong  impression. 
If  an  unusual  investment  doesn't  go  well,  you  attract  much  unfavorable 
publicity,  even  though,  in  the  aggregate,  it  doesn't  amount  to  much. 
Because  we  are  as  big  as  we  are,  with  a  published  list  of  investments, 
we  feel  that  we  just  can't  take  that  chance. 

Scott:  Just  the  same,  there  would  have  been  great  opportunities 
if  you  had  gone  seeking  business  among  the  railroads  in  the  1930's. 

Marsden:  Well,  I  don't  see  why  it  shouldn't  be  the  other  way 
around.  Borrowers  are  the  ones  who  need  the  money;  they  know 
their  business,  and  they  know  where  the  money  is;  so  why  shouldn't 
it  be  their  responsibility  to  get  it?  Our  responsibility  is  to  invest  our 
funds  to  secure  as  large  a  yield  as  is  consistent  with  the  preservation  of 
principal. 

Scott:  But  I  still  don't  see  why  the  lender  shouldn't  take  a  more 
active  role!  Why  does  he  have  to  take  the  traditionally  passive  role? 

Marsden:  Well,  home-financing  companies  do  take  a  more  ac- 
tive role.  They  need  to  get  turnover,  and  they  have  to  promote  borrow- 
ing. But  that  is  a  rare  case. 

Gray:  We  already  have  to  be  knowledgeable  in  so  many  fields 
that  we  just  don't  want  to  operate  that  way.  Moreover,  our  operations 
are  subject  to  statutory  restrictions,  and,  too,  that  is  not  our  responsi- 
bility. 

In  June,  1954,  following  up  on  his  particular  interest  in  the  finan- 
cial operations  of  the  company,  Scott  interviewed  Mr.  Sperry  again. 
Excerpts  from  Scott's  notes  of  their  conversation  about  Mr.  Sperry's 
work  follow: 

Scott:  I  wanted  to  talk  to  you  about  the  most  interesting  thing 
you  are  doing  at  the  present  time.  What  is  the  most  important  prob- 
lem in  that  pile  of  papers  on  your  desk? 

Sperry:  That's  easy!  The  big  problem  on  my  mind  these  days  is 
how  to  bring  our  net  yield  up  to  3.25%.  This  means  the  gradual 
shifting  of  our  portfolio  to  higher-yield  investments.  In  line  with  this 
objective  we  have  increased  mortgages  from  25%  to  30%  of  our  port- 
folio. There  isn't  anything  we  can  do  to  increase  this  yield  suddenly. 
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We  have  to  follow  the  economy  and  shift  gradually  into  higher  yields. 

Scott:  Then  one  of  your  moves  has  been  to  increase  the  percent- 
age of  mortgages  in  the  portfolio? 

Sperry:  Yes,  that  was  one  part  of  the  plan.  Liquidating  govern- 
ments, increasing  mortgages,  getting  more  high-grade  preferreds,  and 
increasing  commons  were  also  part  of  the  plan.  Just  yesterday,  for  in- 
stance, we  disposed  of  several  million  dollars  of  governments  and  put 
this  into  Thruwayb  bonds.  The  governments  we  disposed  of  were 
2Vi%\  and  the  Thruways  yield  3.07 %.  This  raised  us  57  basis  points 
on  the  yield,  and  counting  the  tax  free  factor  of  the  Thruways,  prob- 
ably a  total  of  80  basis  points  in  all.  That  is  a  very  good  step  up  in 
yield  when  you  consider  that  this  is  a  transfer  of  base  money.  Of 
course,  we  would  not  put  new  money  into  a  security  yielding  as  low 
as  3.07%. 

Scott:    The  idea  here  is  to  get  an  increased  yield  on  your  base? 

Sperry:  Yes,  the  payoff  here  is  on  your  base  rate.  Although  we 
can  get  advantageous  yields  on  new  money,  our  total  of  new  invest- 
ments, counting  money  secured  from  amortization  of  mortgages,  is 
only  about  7%  of  our  total  base  portfolio  at  the  end  of  any  year. 

Scott:  Well,  if  I  asked  you  to  pinpoint  some  specific  interest  this 
morning,  what  would  you  have  in  mind? 

Sperry:  Well,  that's  simple  too.  The  big  thing  that  bothered  me 
this  morning  was  the  question  of  why  we  didn't  get  more  Thruways. 
We  only  have  four  million,  and  I  hoped  we  would  get  a  lot  more. 

I'm  never  in  on  these  purchases  until  they  are  finalized.  I  try  not  to 
become  involved  in  the  negotiating  stage,  but  let  the  people  in  my 
department  handle  it.  I've  given  them  the  responsibility.  It's  their 
job,  and  if  I  continually  get  into  operations  at  this  level,  they  would 
develop  the  habit  of  running  to  papa  for  the  answers.  I  have  too  many 
other  things  on  my  mind  to  become  involved  in  daily  operational  de- 
tails. 

Scott:  What  are  some  of  the  other  types  of  things  you  get  in- 
volved in? 

Sperry:  Well,  I  am  a  member  of  the  budget  committee  and  chair- 
man of  the  cost  committee.  This  cost  committee  is  very  interesting. 
We  know  the  cost  of  certain  functions,  but  we  don't  have  all  of  them 
broken  down  by  units.  From  costing  we  get  into  the  way  you  do  things. 
When  you  find  things  cost  too  much,  you  search  for  other  methods. 

Scott:    Then  this  finally  gets  down  to  what  you  might  call  time- 

6  Massachusetts  Turnpike. 
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and-motion  study  to  help  do  a  thing  as  efficiently  and  at  as  low  a  cost 
as  possible. 

Sperry:    That's  right.  We  call  that  kind  of  work  procedural  studies. 

Scott :    How  do  you  apportion  your  own  time  among  tasks? 

Sperry:  You're  as  bad  as  our  procedures  men  (laugh).  They're 
in  here  asking  me  that  these  days  too.  I  spend  75  rc  to  80  %  of  my  time 
on  fiscal  and  financial  matters  of  the  corporation.  The  rest  is  spent  on 
broad  committee  problems. 
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Following  the  discussion  of  financial  policies  and  operations,  the 
topic  for  which  the  meeting  had  been  particularly  arranged,  the  con- 
versation gradually  turned  to  the  board  of  directors.  Present  were 
Messrs.  Marsden,2  Gray,3  Cannon,4  and  Scott.5 

Scott:  When  I  was  here  the  other  day,  you  said  that  it  was  pos- 
sible for  a  company  to  deteriorate  without  the  directors  knowing  it? 

Marsden:  Yes,  I  have  a  very  strong  feeling  about  that.  I  am  al- 
ways conscious  of  the  question:  "What  must  officers  and  the  board  of 
directors  do  in  order  to  make  sure  that  the  board  will  be  in  position 
to  recognize  deteriorating  management?"  That  is  a  most  difficult  ques- 
tion. I  am  speaking  wholly  of  large  companies  in  which  directors  do 
not  participate  in  management.  Generally,  new  directors  see  top  man- 
agement only  and  may  not,  therefore,  be  able  to  detect  deterioration 
in  the  lower  echelons.  And  sometimes  in  a  company  appearing  to 
have  strong  management  at  the  top,  it  is  difficult  to  find  out  how 
things  are  handled  at  all  levels. 

The  problem — how  busy  men,  who  attend  monthly  meetings  on  an 
average  of  nine  times  a  year,  can  sharpen  their  perception  so  that  they 
can  ask  penetrating  questions  and  recognize  satisfactory  or  unsatisfac- 
tory answers— deserves  thoughtful  attention. 

In  our  business  it  is  difficult  for  a  board  to  determine  how  a  com- 
pany is  doing.  That  is  because  we  do  not  have  earnings  in  the  usual 
sense.  Market  penetration  is  hard  to  measure.  The  kind  of  business 
written — annuities  and  term  insurance  being  the  extremes — greatly 
affect  asset  growth.  Illogically,  size  of  assets  is  often  the  criterion  of 
healthy  growth  in  default  of  an  earnings  test. 

Directors  should  be  encouraged  to  ask  questions,  and  the  answers 
should  be  thoughtful  and  comprehensive.  And  the  answers  must  not 

1  All  names  have  been  disguised. 

2  Mr.  Marsden  was  chairman  of  the  board. 

3  Mr.  Gray  was  president. 

4  Mr.  Cannon  was  a  second  vice  president. 

5  Mr.  John  Scott  was  the  case  writer. 
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foreclose  an  opportunity  for  additional  questions  on  the  subject  under 
consideration.  Otherwise,  how  are  directors  to  know  whether  we  are 
making  appropriate  actuarial  assumptions?  Or  how  will  they  know  if 
we  have  a  good  sales  organization?  Because  of  this,  we  are  always  en- 
gaging in  self-examination. 

See  that  organization  chart  over  there  on  the  wall?  Mr.  Gray  had 
that  made  some  time  ago  for  his  office,  but  we  thought  it  would  be  a 
good  idea  if  we  placed  it  here  in  the  committee  room  so  that  the  di- 
rectors would  view  it  frequently  while  they  were  in  this  room  and  thus 
become  better  acquainted  with  our  organizational  setup.  It  prompts 
questions.  "What  does  so  and  so  do?  What  do  these  people  over  there 
do?  What  kind  of  a  fellow  is  this?"  Thus  encouraged,  our  directors 
get  to  know  more  about  our  people  and  how  the  organization  works. 
It  helps  them  to  help  us  develop  and  preserve  good  management.  If 
top  management  and  the  directors  are  conscious  of  their  responsibilities, 
they  are  constantly  testing,  checking,  and  looking  at  the  attributes 
and  qualities  of  the  people  who  are  coming  along. 

#    #    #    *  # 

Scott:  In  our  last  meeting  you  said  planning  a  meeting  was  an 
important  factor  in  bringing  out  these  helpful  comments  and  sugges- 
tions. 

Marsden:  In  the  book  on  directors  by  Copeland  and  Towl,6  the 
importance  of  the  presiding  officer  is  not  emphasized  as  it  should  be. 
A  chairman  has  great  responsibility.  A  board  meeting  may  not  move 
as  it  should  unless  its  chairman  has  a  thoughtful  plan  for  conducting 
the  meeting.  I've  seen  almost  identical  groups  of  directors,  on  differ- 
ent boards,  perform  well  or  poorly.  What  they  do  depends  in  a  measure 
on  the  chairman  and  how  he  operates. 

Maybe  this  will  illustrate  what  I  mean.  I  remember  reading  a  study 
on  Allenby's  Campaign  in  Palestine,  in  which  the  author  described 
how  groups  of  people  worked.  A  group,  he  said,  could  be  either  a  herd 
or  a  pack.  A  herd  takes  after  the  oldest  and  most  solemn,  but  not 
necessarily  the  wisest,  and  they  go  rushing  off  through  the  brush.  They 
would  gladly  follow  him  over  a  precipice,  if  necessary.  In  a  pack, 
every  member  has  the  right  to  yap.  Even  though  the  leaders  are  or- 
ganized and  experienced,  if  the  youngest  yap  the  loudest,  they  may 

f'Melvin  T.  Copeland  and  Andrew  R.  Towl,  The  Board  of  Directors  and  Business  Man- 
agement (Boston:  Division  of  Research,  Graduate  School  of  Business  Administration,  Har- 
vard University,  1947). 
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lead  the  whole  pack  off  the  scent,  and  cause  the  others  to  lose  direc- 
tion. 

On  some  boards,  the  ones  who  talk  the  most  carry  the  day;  in  others 
it  will  be  the  oldest  and  gravest  who  sits  at  the  head  of  the  table. 
Neither  of  these  situations  necessarily  produces  good  operations.  For 
chairman  of  the  board,  you  need  a  fellow  who  is  able  to  bring  out 
the  best  effort  of  the  whole  group. 

Scott:  Would  you  describe  some  specific  techniques  you  use  in 
planning  a  meeting? 

Marsden:  Sure.  First  we  have  an  agenda.  Then  we  have  a  port- 
folio of  the  discussion  material  set  up  in  an  orderly,  simple  fashion. 
We  aren't  too  detailed  with  figures  because  details  can  destroy  the  over- 
all concept.  Even  for  very  intelligent  people,  things  should  be  set 
forth  simply. 

If  we  have  a  complicated  legal  matter  or  something  similar  to  be 
voted,  it  is  included  in  full  detail,  although  it  may  not  have  to  be 
read  word  for  word.  A  sophisticated,  experienced  director  knows  what 
he  doesn't  need  to  read.  In  summary,  we  have  a  docket,  present  things 
in  an  orderly  fashion,  and  make  sure  that  reports  are  written  in  simple, 
understandable  terms. 

Meetings  should  begin  on  time  and  end  with  a  sense  of  current 
completion.  We  mix  the  length — shortening  some  and  continuing 
others  to  the  limit.  We  can  sense  how  long  a  meeting  should  last 
by  the  kinds  of  questions  being  raised,  and  the  attention  being  paid. 
Often  a  meeting  can  be  influenced  by  the  tone  of  voice  or  the  brevity 
with  which  questions  are  answered. 

We  often  have  officers  appear  before  the  board  to  give  reports.  We 
try  to  present  informative  reports  which  provoke  questions.  Doing 
this  over  a  period  of  time  gets  directors  into  the  habit  of  taking  an 
active  part. 

#    #    #    #  # 

SCOTT:  Would  you  give  me  some  of  your  thoughts  on  the  addition 
of  new  directors  to  the  board? 

Marsden:  When  the  board  has  a  vacancy,  the  first  thing  we  di- 
rectors think  about  is  the  kind  of  characteristics  we  want  in  the  man 
to  fill  it.7  If  we  want  a  man  for  the  finance  or  executive  committee, 


7  In  addition  to  Mr.  Marsden,  chairman  of  the  board,  and  Mr.  Gray,  president,  there 
were  22  board  members.  These  were  classified  as  follows : 
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Classification  Number 

1.  President  or  chairman  of  large  industrial  concerns  (manufacturing,  public 
utility,  publishing,  railroad,  and  retailing)  12 

2.  Lawyers  4 

3.  Miscellaneous   3 

4.  Bankers   2 

5.  College  president   1 

Total  22 


for  example,  we  need  certain  characteristics  and  experience. 

We  make  sure  that  the  new  director  is  a  person  of  good  repute  and 
ability  with  whom  our  board  can  work  and  one  who  our  directors  will 
be  glad  to  know.  Under  New  York  law  at  least  three  of  our  board 
members  must  be  residents  of  New  York  State,  and  a  majority  of  the 
directors  must  be  residents  of  New  York  or  adjoining  states.  But 
whether  we  were  required  to  or  not,  we  would  want  to  have  a  cer- 
tain number  from  this  area  because  they  are  more  readily  available  for 
meetings. 

We  also  try  to  get  geographical  distribution,  although  we  can't  have 
it  exactly  in  proportion  to  our  policyholders.  For  example,  we  have  a 
very  large  number  of  policyholders  in  California,  but  if  we  chose  many 
directors  from  that  state,  we  would  risk  getting  people  who  couldn't 
attend  our  board  meetings  regularly. 

In  thinking  about  directors,  uppermost  in  my  mind  is  the  horror  that 
management  might  become  lax  and  the  board  not  know  it.  The  most 
important  thing  we  can  do  is  help  leave  upon  our  retirement  a  deposit 
of  directors  who  can  recognize  deterioration  in  management. 

We  don't  want  just  heroes  on  our  board.  A  director's  ability  to  work 
with  a  group  is  more  important  than  his  name  value. 

#  '  #     #     #  # 

Scott:    Do  you  have  any  thoughts  on  the  matter  of  age  spread? 

Marsden:  Yes,  age  may  be  important,  but  we  are  not  fully  com- 
mitted to  the  youth  movement.  There  are  many  able  men  in  their 
thirties  who  have  good  ideas.  But,  generally,  older  men  in  their  mid- 
forties  or  fifties  are  more  seasoned.  Getting  a  man  who  is  at  the  top  of 
his  career  is  better  than  getting  a  younger  man  who  hasn't  yet  formed 
his  ideas. 

What  we  want  on  the  board  is  diversity  of  experience  rather  than 
diversity  of  point  of  view  or  interest.  We  want  men  to  be  thinking 
about  Pilgrim  Life  as  a  whole.  We  do  not  want  men  who  are  represent- 
ing, or  trying  to  represent,  some  particular  interest  rather  than  the 
welfare  of  the  company  and  policyholders  as  a  whole. 
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Scott :  You  don't  want  campaigns  for  special  interests  going  on  in 
your  board? 

Marsden:  All  of  our  directors  have  different  points  of  view,  but 
the  important  thing  is  that  they  all  represent  Pilgrim  Life.  Agency 
managers  sometimes  ask  why  we  don't  have  this  or  that  group  repre- 
sented on  our  board.  I  tell  them  that  some  particular  man  from  one  of 
these  groups  might  be  all  right,  but  we  don't  want  to  have  anybody  on 
the  board  just  in  order  to  represent  a  predictable  point  of  view  or  spe- 
cial interest.  On  the  other  hand,  the  diversity  of  experience  and  the 
personal  quality  of  some  particular  individual  might  be  beneficial  for 
the  welfare  of  the  whole  company. 

Scott:    Are  your  directors  elected  for  life? 

Marsden:  They  come  up  for  re-election  every  three  years,  and  we 
have  a  minute  in  our  nominating  committee  rules  to  the  effect  that 
directors  will  not  be  nominated  if  they  will  be  over  72  when  they  come 
up  for  re-election.  The  general  pattern  is  that  directors  are  re-elected 
until  they  reach  the  age  limit. 

Scott:  How  many  directors  have  been  added  to  the  board  since 
you  came  with  the  company? 

Marsden:  Eleven. 

Scott:  Could  you  give  me  an  example  of  how  the  directors  are 
elected  to  the  board? 

Marsden:  Perhaps  it  would  be  of  interest  if  I  told  you  something 
about  the  selection  of  Mr.  Edwards.  Mr.  Roberts,  from  Detroit,  was 
retiring  because  of  age.  We  might  have  appointed  Tom  Webb,  who 
was  succeeding  Roberts  as  president  of  Consolidated  Motors,  but  we 
did  not  feel  we  wanted  to  have  someone  else  from  the  same  company 
at  that  time.  When  Roberts  told  us  he  was  going  to  retire,  we  asked 
him  to  suggest  someone  from  the  Detroit  area.  Other  responsible 
people  familiar  with  that  area  were  also  asked  for  suggestions.  One 
man  said,  "I  believe  Bill  Edwards  would  be  a  good  choice.  Although 
his  father  was  a  bank  president,  he  worked  his  way  through  Central 
Milling  and  became  president  on  his  own  merit."  I  had  met  Edwards 
only  once  previously.  George  Chalmers,  one  of  the  committee,  and 
some  of  the  other  directors  also  knew  him,  so  we  looked  into  Edwards' 
record  and  learned  all  about  him,  and  all  the  checks  were  good.  It  was 
then  agreed  that  I  should  meet  him  again.  I  asked  this  friend  of  mine  to 
let  me  know  when  Edwards  might  be  coming  to  New  York.  When 
Edwards  came  to  New  York,  I  renewed  our  acquaintance  and  subse- 
quently talked  about  board  membership.  He  said  he  would  be  glad  to 
come  to  our  board  if  nominated  and  elected.  In  summary,  he  had  every- 
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thing.  He  was  from  the  area  where  we  wanted  board  representation; 
he  was  41  years  of  age;  he  was  prominent  in  his  field  and  had  earned 
his  position. 

The  mechanics  of  the  election  process  are  prescribed  by  law.  The 
board  of  directors  nominates  candidates  to  be  voted  upon  by  policy- 
holders. All  premium  notices  to  policyholders  contain  a  statement 
regarding  the  election  of  directors,  and  policyholders  are  notified  of 
elections  by  advertisements  in  the  press,  but  their  participation  per- 
centagewise is  not  large.  Interim  vacancies  are  filled  by  the  board  upon 
motion  by  the  nominating  committee.  As  chairman  of  the  board  and 
vice  chairman  of  the  nominating  committee,  I  do  what  I  can  to  be  of 
assistance  to  both  the  committee  and  the  board.  Before  the  nominating 
committee  of  the  board  approaches  anyone,  we  check  with  members  of 
the  executive  committee  to  make  sure  they  have  no  objections  and 
generally  check  with  other  members  of  the  board. 

Scott:    What  use  do  you  make  of  directors  outside  of  board  meet- 

ingS? 

Marsden:  Generally  speaking,  very  little.  In  some  companies, 
directors'  prestige  would  be  brought  to  bear  to  get  large  sales  contracts. 
We  don't  do  this.  You  don't  sell  insurance  that  way.  That's  not  really 
their  function  anyway.  We  want  directors  for  their  judgment  not  their 
influence. 

Scott:     How  much  time  do  you  spend  in  board  meetings? 

Gray:  We  have  a  monthly  meeting  averaging  about  one  hour 
with  lunch  afterward.  The  lunch  period  is  very  effective.  From  time  to 
time  we  ask  certain  officers  to  join  us,  and  in  that  way  directors  come  to 
know  them. 

Scott:  They  can  learn  something  about  these  officers'  judgments? 
Even  though  they  may  be  talking  about  casual  topics,  directors  can  see 
how  their  minds  work? 

Marsden:  That's  right,  and  directors  get  to  know  them  person- 
ally. In  that  way,  board  members  know  something  of  those  who  are 
coming  along  in  management. 

There  is  a  popular  misconception  that  directors  run  the  business. 
Directors  aren't  fire  horses  who  leap  into  harness  whenever  the  bell 
rings.  Each  director  has  his  own  business  interests  which  keep  him 
occupied  most  of  the  time. 

Scott:  Do  you  find  that  some  directors  are  eager  to  get  into  de- 
tails of  company  operations?  Will  they  spend  time  at  home  studying 
your  problems? 

Marsden:     Generally  speaking,  they  do  not  want  to  get  into 
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operating  details,  except,  of  course,  for  those  on  the  executive,  finance, 
and  review  committees.  However,  every  month  or  so  we  send  each 
director  a  memo  on  some  particular  subject  we  think  is  important.  For 
instance,  before  the  May  meeting  we  sent  them  a  memorandum  regard- 
ing our  advertising  program;  before  the  September  meeting  we  sent  a 
memorandum  on  private  life  insurance  versus  government  protection; 
and  before  the  November  meeting  we  sent  a  memorandum  on  life 
insurance  as  a  financial  intermediary. 

Scott:  How  much  time  does  the  finance  committee  spend  on  its 
affairs? 

Gray:  I  would  say  two  or  three  hours  between  each  board  meet- 
ing. 

Marsden:  Another  interesting  aspect  of  this  matter  is  the  physical 
setting  of  a  board  meeting.  In  the  early  days  of  Pilgrim  Life  the  board 
meeting  was  a  very  traditional  affair.  There  was  actually  a  platform  at 
the  front  of  the  room  where  the  presiding  officer  sat.  The  rest  of  the 
seats  were  arranged  as  in  a  classroom.  Most  of  the  meetings  lasted  from 
15  to  20  minutes. 

Years  ago,  our  board  room  was  a  large  room  with  tapestry-covered 
walls.  At  the  front  was  the  platform  where  the  chairman  sat,  and  ar- 
ranged around  the  wall  were  the  24  chairs.  In  the  center  was  a  table 
and  two  chairs  where  the  clerks  who  handled  documents  sat  in  com- 
parative comfort.  The  directors'  chairs  were  very  uncomfortable  and 
placed  against  the  wall.  The  chairman  and  clerks  had  most  of  the 
papers  and  so  were  the  only  ones  who  really  knew  what  was  going  on. 
Most  directors  did  not  have  papers,  but  even  in  meetings  where  they 
did,  they  had  nowhere  to  put  the  papers  but  on  their  lap,  and  as  a 
result  the  papers  generally  fell  on  the  floor  in  front  of  them  (all 
laugh ) . 

After  one  meeting  in  this  room,  Mr.  Lane  blew  up  and  had  a  new 
room  designed  and  built.  He  initiated  the  idea  of  a  regular  business 
meeting  around  a  table  specially  designed  for  this  purpose. 

-4£r 
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Scott :    How  much  do  you  pay  your  directors? 

Marsden:    One  hundred  dollars  a  meeting. 

Scott :    Do  they  get  any  other  compensation? 

Marsden:  If  a  man  were  on  our  finance  committee  which  meets 
24  times  a  year  and  the  executive  committee  which  meets  12  times,  it 
would  be  possible  for  him  to  make  $4,800  a  year  by  attending  all 
committee  and  board  meetings,  but  actually  none  of  our  directors  is 
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paid  that  much.  The  review  committee  functions  once  every  three 
years,  and  its  members  receive  $1,000  for  their  work. 

Scott:     Generally,  do  the  directors  attend  meetings  regularly? 

Marsden:  I  would  say  that  most  directors  would  miss  two  or 
three  times  a  year,  and  perhaps  one  or  two  as  many  as  four  or  five. 
Ruskins  comes  seven  or  eight  times  a  year.  The  members  of  the  finance 
committee  are  very  faithful,  both  in  attendance  at  the  finance  com- 
mittee meetings  and  at  the  board  meetings.  Of  course,  you  should 
remember  that  sometimes  sickness  or  other  matters  prevent  attendance. 

#  #    #    #  # 

Scott :    Are  most  of  your  members  on  other  boards  as  well? 
Marsden:    Yes,  all  of  them  are. 

Scott:  Could  you  give  us  some  idea  of  the  number  of  boards  each 
director  might  be  on? 

Marsden:  I  would  say  it  ranges  down  from  six  to  one  or  some- 
thing like  that.  An  average  would  be  two  or  three  each. 

Scott:    What  are  your  board  meetings  like? 

Marsden:  I  think  you  would  probably  find  them  pretty  dull 
affairs.  You  might  miss  all  the  nuances  of  important  things.  It's  like 
husband  and  wife.  When  the  husband  comes  home  at  the  end  of  the 
day  and  talks  with  his  wife,  a  lot  of  things  are  understood  and  just  go 
without  saying.  Quite  often  the  conversation  is  fragmentary,  and  with- 
out the  background  you  don't  really  know  about  what  they  are  talking. 

Gray:  Frequently  some  important  discussions  take  place  at  lunch. 
We  may  discuss  further  some  of  the  topics  dealt  with  at  the  board  meet- 
ing. 

SCOTT:  Then  it  would  be  false  to  picture  the  board  as  a  group  who 
sit  on  an  Olympian  height  and  hurl  down  policies? 

Marsden:    Yes.  That  is  certainly  a  wrong  impression. 

#  #    #    #  # 

About  a  week  after  the  above  conversation,  Scott  received  the  fol- 
lowing letter  from  Mr.  Marsden: 

8  Mr.  Ruskin  was  a  director  who  lived  in  California. 
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PILGRIM  LIFE  INSURANCE  COMPANY 
New  York,  New  York 

From  the  office  of 
Peter  Marsden 

June  2, 1954 

Dear  Mr.  Scott  : 

During  last  Thursday's  discussion  I  sounded  off  in  very  broad  terms  about  the 
functions  of  directors.  At  one  point  you  expressed  surprise  at  how  small  an 
exposure  some  directors  had  to  the  problems  of  their  company. 

I  am  dropping  you  this  line  lest  I  may  not  have  expressed  myself  clearly.  My 
reference  was  to  the  directors  of  large,  publicly  owned  corporations  that  could 
afford,  and  should  be  supplied  with,  complete  managerial  talent  such  as  banks, 
large  manufacturing  concerns,  public-utility  companies,  insurance  companies, 
etc. 

In  these  cases  the  title  "director"  is  a  carry-over  from  an  earlier  day  when  the 
individual  directed.  His  function  now  is  to  appraise  the  management,  to  provide 
formal  occasions  for  management  reports,  and  to  be  a  focal  point  for  those  re- 
ports. 

In  order  that  the  director  may  be  most  useful  he  should  be  assisted  by  the 
management  on  the  broad  generality  of  the  problems  of  the  particular  industry 
and  company.  A  well-chosen  board  will  contain  many  members  who  dealt  with 
similar  problems  in  their  own  affairs.  The  board  is  sophisticated  and  does  not 
need  long  sessions  to  perceive  the  quality  of  the  management.  Occasional  spe- 
cial assignments  assist  the  director  in  confirming  his  views. 

No  matter  how  great  may  be  his  special  knowledge,  he  should  avoid  all  op- 
erating activities.  In  a  certain  sense  he  may  be  like  Admiral  Mahan's  theory  of 
the  "fleet  in  being."  Its  existence  is  more  important  than  its  possible  action. 

It  is,  of  course,  dangerous  to  argue  by  analogies,  but  they  are  sometimes  il- 
lustrative. So  I  suggest  one  more:  the  relation  of  the  mother-in-law  to  the  young 
couple.  There  is  a  sympathetic  relationship  between  the  parties.  The  mother-in- 
law  has  wisdom  and  is  experienced  in  the  same  situations  as  confront  the  young 
couple.  But  the  young  couple  have  got  to  bring  their  own  children  up.  They  ask 
the  advice  of  the  mother-in-law,  and  they  count  on  her  for  judgment  and  help, 
but  they  must  make  their  own  decisions.  On  the  other  hand,  if  the  mother-in- 
law  is  not  wise,  she  gets  into  operations  and  her  position  is  not  clearly  defined. 
Is  she  nursemaid,  mother,  or  grandmother?  Alas,  when  she  gets  bored  with  the 
situation  she  can  leave,  and  the  mother  and  father  take  over  as  best  they  can. 

Forgive  this  undignified  illustration  of  directors'  duties.  It  serves,  however,  to 
emphasize  the  point  I  made.  The  senior  officers  of  the  company  must  plan  care- 
fully to  see  that  the  board  is  constantly  kept  informed  of  the  important  prob- 
lems, and  what  the  administration  has  determined  to  do  about  them. 

I  hope  the  above  may  be  of  some  use  to  you. 

Sincerely  yours, 

(s)  Peter  Marsden 
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While  a  wide  range  of  changes  and  problems  were  of  concern  to 
xife  insurance  companies  during  the  later  1950's,  most  of  these  could 
be  classified  under  a  few  headings: 

1.  Relative  position  of  the  industry. 

2.  Competition  from  social  security. 

3.  Competition  from  mutual  funds. 

4.  Competition  from  "all-lines"  carriers. 

5.  New  life  and  annuity  plans. 

6.  New  plans  in  health  insurance. 

7.  Current  group  insurance  practices  and  problems. 

8.  Impact  of  changes  on  agencies  and  on  lapsation. 

9.  Prospects  for  increased  federal  control. 

10.  Basis  of  the  federal  income  tax. 

11.  Investment  trends. 

12.  Pros  and  cons  of  a  new  mortality  table. 

13.  Declining  costs  of  life  insurance. 

Many  new  developments  in  turn  could  be  traced  back  to  two  main 
factors :  ( 1 )  life  insurance  companies  were  racing  to  build  volume 
during  a  period  of  creeping  inflation  far  from  propitious  to  the  tradi- 
tional industry  product,  that  is,  a  long-term  fixed-dollar  type  of  protec- 
tion or  savings;  and  ( 2 )  partly  because  of  the  rapid  pace  of  change, 
the  industry  had  many  new  or  unsolved  problems  in  the  areas  of  gov- 
ernment competition,  taxation,  and  regulation. 

INDUSTRY  POSITION 

Particularly  after  World  War  II,  questions  were  raised  as  to  whether 
life  insurance  was  keeping  pace  with  the  national  economic  growth. 
One  analyst,  Dean  Laurence  J.  Ackerman,1  speaking  to  a  Harvard 
Business  School  class  in  April,  1957,  presented  the  following  evidence 
for  feeling  that  insurance  was  falling  behind,  1936—54:  Of  all  the 
money  spent  for  "security"  purposes  (e.g.,  for  [1]  life  insurance  pre- 
miums,  [2]   deposits  and  noninsured  pension  and  welfare  funds, 

1  Dean  of  the  School  of  Business  Administration,  University  of  Connecticut,  and  Visit- 
ing Consultant  on  Insurance  to  the  Harvard  Business  School. 
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[3]  social  security  taxes,  [4]  accident  and  sickness  premiums,  [5] 
hospital  and  medical  costs,  and  [6]  government  life  insurance)',  life 
insurance  premiums  represented  79%  in  1936,  47%  in  1945,  and  only 
40%  in  1954.  y 

Now  if  life  insurance  premiums  are  increased  by  accident  and  sickness 
premiums  paid  to  life  insurance  companies,  then  the  proportion  in  1954  would 
have  been  47%  instead  of  40%.  So  the  life  insurance  business,  by  entering  the 
new  field  of  accident  and  sickness,  has  been  able  to  hold  its  own  since  1945 
but  it  has  a  long  way  to  go  before  it  gets  back  to  where  it  was  in  1936! 


We  can  also  relate  the  current  position  of  life  insurance  to  what  has  hap- 
pened to  savings  and  loan  deposits  and  to  deposits  in  investment  trusts.  De- 
posit shares  in  savings  and  loan  institutions  have  tripled  over  the  last  10  years 
and  deposits  in  savings  banks  have  gone  up  about  two  and  one-half  times' 
while  life  insurance  assets  have  only  doubled. 

Toward  the  end  of  the  1950's  there  was  some  evidence  of  improve- 
ment in  the  industry's  position  as  measured  by  the  indexes  commonly 
used,  namely,  the  ratios  of  premium  payments  and  insurance  in  force 
to  disposable  personal  income.  Neither  ratio,  however,  reached  the 
highs  recorded  in  the  1930's;  and  the  premium  ratio,  while  trend- 
ing upward,  had  not  made  a  really  strong  recovery: 


Year 

Ratio  of  Premiums* 
to  Disposable 
Personal  Income 

Ratio  of  Life 
Insurance  in  Force 

_  per  Family  to 
Disposable  Personal 
Income 

1931  

5-7% 

5.5 

4.3 

3.5 

3.4 

3.7 

3.8 

3.8 

3.9 

175% 

156 

133 

106 

111 

141 

148 

154 

161 

1936..  

1941  

1946    

1951.........  

1956  

1957  

1958   .... 

1959  

*  Premiums  from  accident  and  health  departments  are  excluded 
bource:  institute  of  Life  Insurance.  Life  Insurance  Fact  Book,  1959,  1960. 

The  varying  picture  of  industry  strength  that  is  implied  by  these  two 
ratios  has  led  to  some  discussion  of  which  is  more  important  and  what 
each  means.  One  industry  spokesman,  Mr.  Leland  J.  Kalmbach,  presi- 
dent of  the  Massachusetts  Mutual  Life  Insurance  Company,'  com- 
mented on  these  ratios  as  follows: 

^  Life  insurance  production  has  been  increasing  at  a  rapid  rate,  and  yet  from 
time  to  time  we  read  statements  implying  that  our  business  has  not  kept  pace 
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with  the  growing  prosperity  of  our  country.  This  conclusion  is  usually  based 
on  the  fact  that  present  gross  annual  premium  payments  for  life  insurance 
represent  a  slightly  lower  percentage  of  disposable  personal  income  than  in 
1929,  and  a  considerably  lower  percentage  than  in  the  thirties. 

In  studying  the  record  of  our  business  over  the  past  quarter-century,  let  us 
keep  in  mind  that  the  insurance  buying  habits  of  the  public  change  with 
changing  conditions.  For  example,  with  the  liberal  retirement  benefits  that  are 
now  available  under  the  Social  Security  Act  and  the  large  number  of  private 
pension  plans  now  in  effect,  the  need  for  retirement  forms  of  policies  has 
greatly  decreased.  On  the  other  hand,  the  need  for  insurance  protection  has 
increased  because  of  the  greater  difficulty  of  accumulating  an  estate  under 
existing  levels  of  personal  income  taxes  and  living  costs.  The  result  has  been 
an  increasing  demand  for  low  premium  insurance  ....  Decreasing  demand  for 
policies  with  high  cash  values  and  increasing  demand  for  protection  forms  of 
policies  necessarily  result  in  lower  average  premiums  per  thousand  dollars  of 
insurance. 

Because  of  this  shift  toward  maximum  protection  plans  of  insurance,  I  seri- 
ously question  the  validity  of  using  premium  income  as  a  yardstick  for  measur- 
ing the  progress  of  life  insurance.  If  our  chief  objective  is  to  accumulate  savings 
of  our  policyholders,  then  premium  income  should  be  the  measuring  unit.  But  if, 
as  I  believe,  the  primary  responsibility  of  life  insurance  companies  is  to  provide 
life  insurance  protection,  and  the  most  important  function  of  life  insurance  is 
to  indemnify  for  loss  of  personal  income  by  death,  then  it  seems  evident  that 
the  proper  method  of  measuring  the  accomplishments  of  our  business  is  to  re- 
late insurance  in  force — rather  than  premiums — to  disposable  personal  income.2 

COMPETITION   FROM  SOCIAL  SECURITY 

While  the  life  insurance  industry  competes  at  least  indirectly  with 
all  other  outlets  for  spending  and  saving,  it  has  long  been  especially 
concerned  with  direct  competition  from  government  insurance,  par- 
ticularly from  social  security. 

In  discussing  the  relationship  between  these  two  types  of  protection, 
Professor  James  T.  S.  Porterfield  of  Stanford  stated: 

The  effect  of  social  security  upon  voluntary  savings  (of  which  life  insurance 
is  a  principal  category)  is  not  clear.  On  the  one  hand,  people  may  regard  it 
as  a  substitute  for  life  insurance  and  annuities  and  thus  purchase  less  of  these 
than  would  have  been  the  case  if  the  government  program  did  not  exist.  Per- 
haps more  likely  it  has  served,  up  to  this  time  [1954],  to  stimulate  life 
insurance  sales  to  some  degree. 

#     *     #     #  # 

Social  security  benefits  serve  chiefly  as  a  base  upon  which  adequate  protection 
may  be  constructed.  It  seems  probable  that  they  have  given  a  glimpse  of  pos- 
sible future  security  and  independence  to  millions  who  might  not  otherwise 
have  considered  the  problem,  or  who  had  been  reconciled  to  support  of  their 

2  American  Life  Convention,  General  Proceedings,  1955,  pp.  206,  207. 
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children  or  charity.  The  incentive  to  supplement  basic  social  security  benefits 
with  additional  coverage  of  the  types  provided  by  life  insurance  companies 
has  unquestionably  been  considerable.  Life  insurance  companies  have  not  been 
slow  to  see  the  possibilities  of  this  and  to  utilize  it  as  a  potent  selling  aid  ...  . 
The  great  uncertainty,  of  course,  in  the  relationship  between  social  security  and 
life  insurance  is  the  extent  to  which  the  former  may  expand.3 

Recent  industry  opinion  on  how  far  social  security  should  go  can  be 
inferred4  from  industry  responses  to  five  acts  liberalizing  this  program, 
passed  in  each  election  year  from  1950  through  1958:  Extension  of 
coverage  to  additional  groups  was  not  opposed,  and  in  hearings  before 
the  House  Ways  and  Means  Committee  a  spokesman  representing 
both  the  American  Life  Convention  and  the  Life  Insurance  Association 
of  America  (the  ALC  and  LI  A  A,  whose  member  companies  by  1950 
accounted  for  approximately  90%  of  life  insurance  in  force  in  the 
United  States)  endorsed  the  principle  of  a  "basic  floor  of  financial 
protection"  via  the  Social  Security  Act.  On  the  other  hand,  the  industry 
did  oppose  such  changes  as  an  increase  in  the  tax  and  benefit  base, 
higher  benefits,  extension  of  the  act  to  include  a  disability  program, 
and  lowering  the  age  of  retirement. 

In  spite  of  these  industry  objections,  the  benefit  base  was  increased 
from  $3,000  to  $4,800  between  1948  and  1958.  The  tax  rate  as  of 
1959  rose  to  3%;  maximum  family  benefits  were  upped  to  $254  per 
month;  females  could  retire  at  age  62  instead  of  65  (albeit  on  a  re- 
duced pension) ;  and  covered  workers  with  a  long-term  disability  could 
collect  cash  benefits  starting  at  age  50.5  In  the  future,  of  course,  cover- 
age and  benefits  may  be  again  expanded. 

In  commenting  on  the  meaning  of  the  current  program  for  com- 
panies in  the  life  insurance  field,  Dean  L.  J.  Ackerman  made  these 
points  in  his  1957  Harvard  Business  School  discussion: 

Let  me  show  you  what  all  of  this  means  by  a  very  simple  homely  example. 
Take  a  self-employed  person  with  an  income  of  $4,200  and  project  this  fellow 
to  1975  when  the  social  security  taxes  will  be  at  their  highest  level.  Let's  assume 
that  he  has  a  wife  and  two  children,  and  he  takes  the  standard  10%  deduction. 
Under  the  present  tax  law,  at  present  rates,  his  tax  would  be  $276.  But  his 

3  James  T.  S.  Porterfield,  Life  Insurance  Stocks  as  Investments,  Business  Research 
Series  No.  9  (Stanford,  Calif.:  Graduate  School  of  Business,  Stanford  University  1955) 
pp.  53,  59.  " 

4  Or  see  Sound  Policy  for  Social  Security,  a  pamphlet  put  out  by  the  Joint  Social  Secu- 
rity Committee  of  the  ALC  and  LIAA,  1958. 

5  R-  C.  Buley,  The  American  Life  Convention,  a  Study  in  the  History  of  Life  Insurance 
(New  York,  N.Y.:  Appleton-Century-Crofts,  Inc.,  1953),  Vol.  II,  pp.  1015,  1029,  1039, 
1040;  and  ALC,  General  Proceedings,  1955,  p.  68;  1956,  p.  138;  1957,  p.  166;'  1958', 
p.  140. 
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social  security  in  19~5  will  be  S283.50.  So  you  add  the  two  and  get  S559.50 — 
a  very  substantial  cut  out  of  that  man's  gross  income  of  S4,200.  Now  how  much 
life  insurance  can  he  buv?  How  much  is  he  willing  to  buy  on  a  personal 
voluntary  basis? 

COMPETITION   OF   MUTUAL  FUNDS 

The  competition  of  the  mutual  fund — which  unlike  insurance  offers 
the  investor  a  chance  of  profits  and  capital  gains  rather  than  a  fixed- 
dollar  return — has  been  termed  a  "hottest  issue"  by  insurance  circles,6 
primarily  because  of  the  funds'  widespread  appeal  as  attested  by  their 
rapid  growth.  The  following  net  assets,  gross  sales,  and  net  sales  are  in 
millions  of  dollars: 


Year 

Total  Net 

Assets 

Gross  Sales 

Net  Sales 

1940  

$  448 
13,242 

n.a. 
$1,620 

n.a. 
$1,109 

195S  

n.a.  Xot  available. 

Source:  Xational  Association  of  Investment  Companies,  Investment  Companies  .  .  .  A 
Statistical  Summary.  1940-1958,  pp.  2,  7,  9. 


Over  S7  billion  was  invested  in  open-end  companies  in  the  period 
1940-58,  and  the  total  number  of  shareholder  accounts  rose  in  the 
same  period  from  under  300,000  to  more  than  3.6  million.7  Com- 
menting on  the  implications  for  insurance,  Mr.  Alfred  N.  Guertin, 
actuary  for  the  ALC,  pointed  out,  "We  cannot  ignore  such  funds  as 
serious  competitors  for  the  same  savings  dollar  that  might,  if  not 
invested  in  such  shares,  see  its  way  into  life  insurance  ....  Growth 
figures  for  this  business  are  impressive."" 

In  responding  to  mutual  fund  competition,  insurers  have  tried  vary- 
ing approaches.  Some  companies  have  shown  an  interest  in  co-operative 
marketing  of  both  kinds  of  investment;  for  example,  Standard  Life  of 
Indiana  set  up  a  program  to  equip  its  agents  to  sell  mutual  funds,  on  the 
grounds  that  the  agent  is  increasingly  assuming  the  role  of  a  family 
financial  advisor.  In  contrast,  some  large  companies  prohibit  joint 
selling  either  on  the  grounds  that  an  agent  cannot  be  expert  in  two 
such  complicated  fields,  or  because  fund  selling  is  regarded  as  com- 
petitive with  rather  than  complementary  to  insurance.9  Still  other  com- 


Nation  Underwriter  (Life  Edition ; ,  September  26,  1959,  p.  16. 
7  Arthur  Wiesenberger,  Investment  Companies  (  1959  edj  ,  pp.  108-109. 
s  ALC,  General  Proceedings,  1958,  p.  106. 
9  National  Underwriter,  August  15,  1959,  pp.  2,  10. 
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panics,  raking  a  similar  stand,  have  arrempred  to  erect  legal  bars:  for 
example,  in  the  State  of  Ohio  the  insurance  commissioner  was  asked  to 
make  a  rule  prohibiting  the  dual  licensing  of  agents,  but  this  request 
was  rejected  in  1959  for  lack  of  legal  power  to  enforce  it.10 

Attempts  have  also  been  made  to  prohibit  tie-in  sales  of  funds  and 
insurance,  notably  in  1955  when  a  suggested  bill  was  taken  under 
study  by  the  National  Association  of  Insurance  Commissioners 
(NAIC )  that  would  prevent  the  creation  of  a  debt  for  the  purchase  of 
murual  shares  and  insurance  of  this  debt  bv  group  creditors  insurance. 
Action  was  not  taken  on  this  proposal.  " 

COMPETITION   FROM  ALL-LINES  CARRIERS 

In  recent  years  companies  insuring  only  life  and  personal  risks  have 
faced  increasing  competition  from  all-lines  carriers,  that  is.  com- 
panies doing  a  combined  fire,  casualtv.  and  life  business. u  Some  of 
these  are  large  and  long  established:  for  example,  Aetna,  Travelers, 
and  Continental.  By  far  the  greater  number,  however,  are  fire  and 
casualty  companies  that  have  recently  entered  the  life  insurance  field 
either  by  buying  a  life  company,  creating  one.  or  through  affiliation  in 
a  group  or  "fleet-"  Among  the  several  factors  leading  propertv  insurers 
to  enter  life,  two  stand  out:  first,  the  chance  to  improve  earnings,  since 
loss  ratios  on  property  insurance  have  been  particularly  unstable  and 
profits  notably  elusive:  second,  the  chance  to  utilize  further  their 
existing  sales  rorce.  which  might  be  either  a  direct  selling  organization 
( representing  only  one  company  I  or — more  commonlv — an  inde- 
pendent brokerage  house  or  general  agency  I  holding  contracts  with 
many  companies,  largely  self -financed  and  independent  I .  Since  selling 
costs  are  a  major  expense  in  life  insurance,  where  direct  selling  pre- 
vails, any  opportunity  to  save  in  this  area  constitutes  a  major  incentive. 

By  the  end  of  195"  at  least  5~  companies  or  groups  were  providing 
all-lines  insurance  to  the  general  public.  One  year  later  the  number 
had  increased  to  at  least  "0.  and  included  8  of  the  12  largest  fire  and 
casualty  carriers  as  measured  in  terms  of  premium  income.  According 
to  the  editor  or  The  Spectator,  all-lines  affiliates  were  collecting  one 

10  National  Underwriter  (Life  Edition ),  August  22,  1959. 
1  ALC  General  Proceedings.  1955,  p.  59. 

^Material  in  this  section  is  drawn  from  the  following  sources:  Benjamin  X.  Woodson. 
'  All-Lines  L  nderwriting :  New  Fashion  or  New  Era,"  The  Journal  of  the  American  Society 
of  Chartered  Life  Underwriters,  Winter,  195",  pp.  69  ff.;  a  panel  discussion.  "Multiple 
Line  Operation."'  ALC  General  Proceedings,  1958,  pp.  335  ff.;  and  a  forum  on  "All-Lines 
Underwriting:  New  Fashion  or  New  Era,"  Life  Insurance  Agency  Management  Association. 
Annual  Meeting.  1958,  pp.  143  ff. 
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fifth  of  the  combined  fire,  casualty,  and  life  premiums  in  America 
during  1958. 

The  growth  in  the  number  of  all-lines  companies  and  the  phenome- 
nal success  of  some  of  them  (Allstate  Life,  for  example,  using  the 
4,000  full-time  salaried  agents  already  representing  the  associated  fire 
and  casualty  company,  achieved  $100  million  of  insurance  in  force 
during  its  first  year,  and  by  the  start  of  its  second  was  doing  business  at 
the  rate  of  $20  million  a  month — all  in  individual  ordinary  policies) 
has  raised  the  question  as  to  whether  life  companies  should  follow 
property's  all-lines  trend.  Debate  has  hinged  mainly  around  such  issues 
as:  ( 1 )  Is  there  a  real  public  demand  for  buying  insurance  on  a  "one- 
stop"  basis?  ( 2 )  What  obstacles  and  problems  will  face  life  companies 
in  making  a  change,  and  how  will  their  agencies  be  affected? 

"One-Stop"  Buying.  Does  the  public  wish  to  buy  all  insurance  on  a 
supermarket  or  one-stop  basis?  Perhaps  no  issue  related  to  the  all-lines 
question  is  more  significant  for  the  future.  That  the  public  demands 
such  service  today  has  been  asserted  by  some  and  denied  by  others, 
including  some  spokesmen  for  all-lines  companies.  For  example,  Mr. 
Robert  B.  Hamor,  vice  president  of  the  Continental  Assurance  Com- 
pany, said,  "In  all  our  47  years,  neither  Continental  Assurance  nor  our 
many  property  lines  agents  seem  to  have  detected  this  tremendous 
ground  swell.  I  agree  with  the  editors  of  Probe,  who  said  the  companies 
who  have  heard  this  plea  have  remarkably  sensitive  hearing."  The 
same  conclusion  was  reached  by  Mr.  S.  Rains  Wallace,  director  of 
research  for  the  LIAMA.  On  the  basis  of  a  poll  of  500  householders, 
he  said,  "At  the  moment,  frankly,  I  think  the  public  in  general 
couldn't  care  less.  This  is  because  they  haven't  thought  about  it."  On 
the  other  hand,  he  believed  this  situation  might  change  within  ten 
years,  with  the  changing  size  and  age-bracket  make-up  forecast  for  the 
population,  the  forecast  shortage  of  insurance  agents,  and  the  mounting 
costs  of  reaching  a  good  customer  prospect. 

Problems  in  Effecting  a  Change.  For  life  insurance  companies, 
property  insurance  is  not  a  financially  attractive  field,  and,  further- 
more, there  is  a  legal  bar,  since  many  states,  including  New  York,13 
have  not  for  many  years  allowed  life  companies  to  set  up  or  even  buy  a 
property  business.  In  these  states,  life  insurers  could  become  part  of  an 
all-lines  group  only  by  accepting  a  subordinate  position  ( since  property 
companies  can  own  life  companies),  or  by  waiting  for  the  law  to  be 
changed,  or  via  the  holding  company  device. 

13  Recent  efforts  to  challenge  the  New  York  law  in  the  courts  (by  the  Connecticut 
General  Insurance  Company)  or  to  get  the  law  repealed  have  been  unsuccessful. 
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The  obstacles  to  entering  all-lines  are  at  least  matched  by  postentry 
problems.  A  merger  would  bring  together  companies  with  widely 
differing  businesses,  since  property  insurance  does  not  feature  the  long- 
term  contracts  or  savings  aspects  characterizing  most  types  of  life. 
These  differences,  in  turn,  result  in  different  investment  programs 
(property  insurers  needing  more  liquidity)  and  in  different  methods 
of  compensating  sales  personnel.  The  major  difference  between  the 
two,  however,  is  that  property  companies  generally  sell  through  brokers 
and  general  agents,  while  life  companies  characteristically  have  their 
own  agency  force,  even  if  they  also  cultivate  supplementary  brokers' 
business.  This  fundamental  difference  stands  in  the  way  of  integrating 
or  combining  the  two  sales  forces.  Also,  life  insurers  hoping  to  sell 
through  the  general  agents  of  a  fire  and  casualty  affiliate  may  be 
disappointed  in  the  volume  of  sales  that  can  be  developed,  since  many 
such  outlets  already  have  or  might  well  acquire  relationships  with  a 
number  of  competing  life  companies.  In  this  connection,  it  is  signifi- 
cant that  agencies  selling  for  a  number  of  firms  characteristically  have 
seen  no  advantage  in  showing  special  loyalty  to  any  one  of  them. 

NEW  LIFE  AND  ANNUITY  PLANS 

Within  the  context  of  increasing  competition,  the  race  for  sales 
among  insurance  companies  (often  charged  with  suffering  from 
"volumitis")  has  resulted  in  many  new  policies  and  plans  for  indi- 
vidual life,  annuity,  and  health  insurance,  as  well  as  in  new  group 
practices  and  problems.  The  pace,  origins,  and  controversial  nature  of 
some  of  these  developments  is  suggested  by  the  following  quotations, 
each  drawn  from  statements  on  industry  trends  by  insurance  company 
executives  and  published  in  a  special  edition  of  the  Eastern  Under- 
writer, October  4,  1957:  According  to  one  president,14  "the  era  of 
evolution  and  change"  started  "somewhere  along  in  the  mid-1950's 
.  .  .  now  ...  it  moves  along  at  a  dizzying  pace — headed  some- 
where." Another  president,15  after  linking  innovations  to  competition, 
stated,  "Of  course  not  all  [plans]  have  been  successful,  nor  do  all  of 
them  have  the  unqualified  support  of  the  entire  business."  Stressing  the 
more  positive  aspects,  another  president16  spoke  of  the  "expansion  of 
our  market  in  new  directions  for  business,  estate,  and  tax  purposes." 
Another,17  more  critically,  stated,  "As  we  look  at  the  new  products 

14  Mr.  E.  Stevenson,  Jr.,  National  Life  and  Accident,  p.  17. 

15  Mr.  E.  C.  Faulkner,  Woodman  Accident  and  Life  Co.,  p.  15. 

16  Mr.  F.  W.  Ecker,  Metropolitan  Life,  p.  15. 

17  Mr.  B.  K.  Elliott,  John  Hancock,  p.  15. 
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that  have  been  introduced  in  ordinary  life  insurance  during  recent 
years  it  is  clear  that  one  must  distinguish  between  (1)  buyers'  de- 
mand, (2)  buyers'  needs,  and  (3)  agents'  demands."  He  went  on  to 
state  that  some  of  the  new  contracts  were  "gadgets  designed  to  give 
agents  something  new  to  talk  about."  Another  president18  questioned 
the  de-emphasis  on  savings  in  some  of  the  new  products.  "It  is  difficult 
to  reconcile  the  enthusiastic  support  by  most  life  companies  of  the 
campaign  for  more  savings  to  combat  inflationary  trends  and  the 
simultaneous  launching  by  some  of  these  companies  of  [programs} 
for  the  sale  of  policy  plans  emphasizing  term  insurance  features  with 
complementary  low  equity  accumulations." 

What  were  the  new  trends,  plans,  or  products  that  evoked  these 
varying  and  sometimes  critical  characterizations?  In  the  area  of  in- 
dividual life  and  annuity  policies,  those  most  frequently  mentioned 
were:  the  enormous  growth  of  family  insurance;  specials  and  quantity 
discounts,  or  the  principle  of  "cheaper  by  the  dozen";  settlement 
dividends;  monthly  premium  payments;  split  dollar,  double  dollar, 
high  early  cash  value,  and  bank  loan  plans;  and  finally  the  variable 
annuity.  Of  all  the  new  innovations,  the  last  two  probably  have  been 
the  most  debated. 

Family  Policy.  Introduced  in  1956,  the  family  policy  was  described 
in  1957  as  "perhaps  the  most  sensational  development  in  the  sale  of 
life  insurance  in  many  years  ....  This  policy  provides  protection  for 
the  whole  family  under  one  contract  .  .  .  at  a  relatively  low  pre- 
mium. For  instance  the  breadwinner  is  covered  for  insurance  for  $5,- 
000,  the  wife  for  $1,000,  and  each  child  and  afterborn  child  for 
$1,000."19  The  coverage  on  the  husband  is  usually  provided  through 
ordinary  life,  on  the  wife  through  ordinary  life  or  term,  and  on  the 
children  through  term  in  all  cases.  The  children  have  the  right  of 
conversion  at  a  specified  age,  often  in  a  ratio  of  five  to  one.  Disability 
waivers  and  paid-up  features  vary  with  the  contract  and  issuing  com- 
pany.20 

The  family  policy  proved  so  popular  that  by  the  end  of  1957  "about 
one  and  a  half  years  after  the  major  development  of  this  plan  .  .  . 
such  insurance  covered  3.6  million  persons  in  over  900,000  families 
and  total  protection  under  the  plan  exceeded  $9  billion,  $2  billion  of 
which  was  in  special  provisions  added  to  the  basic  policies."21 

18  Mr.  R.  B.  Evans,  Colonial  Life,  p.  18. 

19  ALC,  General  Proceedings,  1957,  p.  92. 

20  Dan  M.  McGill,  Life  Insurance  (Homewood,  111.:  Richard  D.  Irwin,  Inc.,  1959), 
p.  112. 

21  Institute  of  Life  Insurance,  Life  Insurance  Fact  Book,  1938,  p.  14. 
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Many  companies  reportedly  were  writing  close  to  one  half  of  their 
ordinary  business  on  the  family  plan  in  1957,  and  the  new  innovation 
was  credited  with  helping  considerably  to  account  for  the  year's  spurt 
in  ordinary  sales:22 


Year 


1955 
1956 
1957 
1958 
1959 

Source:  Institute  of  Life  Insurance,  Life  Insurance  Fact  Book,  1960. 

In  evaluating  family  plan  insurance,  one  company  president  ob- 
jected, stating,  "We  believe  that  in  nearly  all  cases  the  need  is  not  for 
insurance  on  the  family  as  a  group  so  much  as  it  is  for  adequate  cover- 
age on  the  head  of  the  house.23  Another  executive,  in  contrast,  said 
there  was  a  role  for  family  insurance  on  the  grounds  that  a  study  had 
shown  that  the  chances  were  1  in  16  that  one  member  of  the  "average" 
family  would  die  within  ten  years.24  The  provision  granting  juvenile 
insurance  to  any  number  of  children,  living  or  unborn,  at  approxi- 
mately the  same  price  has  also  been  questioned.25  This  practice,  how- 
ever, has  been  defended  as  "practicable  on  the  grounds  that  the  pre- 
mium for  the  children's  insurance  constitutes  such  a  small  portion  of 
the  total  ....  The  studies  of  one  company  showed  that  the  adminis- 
trative expense  of  establishing  and  maintaining  records  on  the  individ- 
ual children  would  exceed  the  cost  of  providing  protection  during  the 
entire  period  of  coverage."20 

According  to  the  ALC,  family  policies  have  wound  up  being  widely 
accepted.  "Most  of  the  companies  which  first  criticized  have  joined  the 
parade  and  new  policies  of  a  similar  type  are  being  announced  practi- 
cally every  day."27 

"Specials."  A  recent  text  on  life  insurance  defines  and  evaluates 
"specials"  as  follows: 

One  of  the  most  controversial  developments  of  recent  years  has  been 
"special"  policies.  Usually  on  the  ordinary  life  plan,  these  policies  carry  a  prem- 

22  ALC,  General  Proceedings,  1957,  p.  92. 

23  R.  H.  Reid,  executive  vice  president  and  managing  director,  London  Life,  Eastern 
Underwriter,  October  4,  1957,  p.  17. 

24  Ecker,  op.  cit. 

25  ALC,  General  Proceedings,  1957,  p.  93. 
26McGiil,  op.  cit.,  p.  113. 

27  ALC,  General  Proceedings,  1957,  p.  93. 


Ordinary  in  Force 
in  the  United  States 
(Dollars  in  Millions) 


Per  Cent 
Increase 


$216,600 

238,099 
264,678 
287,834 
315,953 


9.93 
11.16 
8.75 
9.77 
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ium  rate  lower  than  those  of  the  regular  forms  ...  in  recent  years,  numerous 
.  .  .  companies  have  adopted  the  practice  to  meet  the  growing  "price"  compe- 
tition. 

A  company  may  justify  a  special  low  rate  on  a  particular  policy  ...  by 
( 1 )  limiting  the  face  to  a  specified  minimum  amount  or  ( 2 )  limiting  its  issue 
to  pre] erred  risks. 

#     *     #     *  # 

The  purpose  of  the  minimum  amount  is  to  reduce  the  expense  rate  per 
$1,000  of  insurance.  Many  items  of  expense  reflected  in  the  gross  premium  of 
a  policy  are  not  affected  bv  the  face  amount  ....  If  the  average  size  of  the 
policy  can  be  increased,  therefore,  the  expense  rate  per  S  1.000  will  be  lower. 
Then  .  .  .  expenses  which  vary  directly  with  the  size  of  the  premium — 
notably  commissions  and  premium  taxes — will  also  be  less  ....  In  fact,  in 
many  companies,  the  commission  rate  on  special  policies  is  lower  .... 

The  case  for  special  policies  is  based  largely  on  the  grounds  of  equity.  If  a 
policyholder  takes  out  a  policy  of  such  size  that  its  expense  rate  is  lower  than 
average,  or  if  he  is  a  better  risk  than  average,  he  should  be  given  the  benefit 
of  the  savings  ....  The  principal  argument  against  the  bargain  policies  is  the 
arbitrary  nature  of  the  underlying  classification.  For  example,  the  reasons  which 
justify  a  lower  expense  loading  per  S  1.000  for  a  policy  of  S3, 000  than  for  one 
of  S2.000  argue  just  as  forcefully  for  an  even  lower  rate  for  a  S  10,000  policy 
.  .  .  and  so  on  ...  . 

[Moreover]  it  should  be  observed  that  the  placing  of  the  larger  policies  or 
the  superior  risks  in  a  separate  class,  with  a  lower  premium  rate,  inevitably 
results  in  a  higher  cost  of  insurance  for  the  smaller  policies  and  those  insureds 
who  cannot  qualify  as  preferred  risks.2* 

Quantity  Discounts.  Developing  our  of  specials,29  and  likely  to 
supersede  rhem.: '  are  policies  giving  a  quantity  discounr.  Premiums 
graded  bv  size  (often  referred  to  as  "cheaper  by  the  dozen")  were 
favorably  ruled  on  by  the  New  York  State  Insurance  Commission  in 
April,  1955 — somewhat  to  the  surprise  of  many  companies  who  felt 
they  violated  the  "antidiscrimination"  statutes  in  effect  in  many  states.31 
Such  discounts  have  been  given  by  different  companies  in  different 
ways.  Some  charge  a  flat  policy  fee,  which  of  course  declines  per 
SI, 000  as  the  size  of  the  policy  increases.  Others  vary  dividends  with 
policy  size-class;  this  practice  is  relatively  recent  and  is  limited  to 
mutual  companies.  Still  other  companies  vary  their  gross  premiums. 
This  approach,  it  has  been  claimed,  helps  the  underwriter  to  "upgrade" 
the  customer  in  regard  to  the  amount  that  he  will  buy.32  The  number 

^McGill,  op.  tit.,  pp.  67-69. 

29  ALC,  General  Proceedings,  1956,  p.  99. 

30  Life  Insurance  Association  of  America,  Proceedings.  1955,  p.  162. 

31  McGill,  op.  at.,  p.  242. 

32  LIAA,  Proceedings.  195",  pp.  175,  H6. 
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of  size-classes  set  up  in  these  plans  is  usually  limited,  "but  at  least  one 
company  has  announced  a  schedule  of  rates  which  vary  with  each 
$1,000  of  insurance  up  to  $25,000,  after  which  [they]  remain  the 

»33  ' 

same. 

Like  specials,  cheaper-by-the-dozen  plans  have  not  been  popular 
with  agents  on  the  score  of  the  reduced  commission.34  Like  specials, 
also,  cheaper  by  the  dozen  if  carried  "too  far"  can  drive  up  the  premium 
on  small  policies,  thus  limiting  the  industry's  "service  to  the  public  in 
this  area."30  On  the  other  hand,  it  has  been  stated  that  quantity  dis- 
counts are  "infinitely  preferable  to  the  continuation  of  the  hoary  fiction 
that  an  Ordinary  Life  policy  dressed  up  as  the  'Five  Star  Master  Execu- 
tive Preferred  Special'  warrants  a  differential  of  $2.00,  S3. 00,  or 
$4.00  a  thousand  in  annual  premium  in  comparison  with  a  Life 
Paid-up  at  age  95  issued  in  the  same  company,  at  the  same  age,  and  for 
the  same  face  amount."36 

Settlement  Dividends.  These  are  special  dividends  made  available 
on  the  termination  of  a  policy  through  maturity,  death,  or  surrender. 
"They  are  made  available  only  by  those  companies  that  subscribe  to  the 
philosophy  that  a  withdrawing  policyholder  should  receive  all  or  a 
portion  of  his  contributions  to  surplus.  Those  companies  that  do  not 
provide  settlement  dividends — and  they  are  in  the  majority — either 
feel  that  each  policyholder  should  make  a  permanent  contribution  to 
the  surplus  of  the  company  or  else  view  any  attempt  to  allocate  the 
contingency  fund  to  individual  policies  or  classes  of  policies  as  im- 
practicable."3' (Settlement  dividends  should  be  distinguished  from 
surrender  dividends  which  under  the  Standard  Nonforfeiture  Law 
must  be  paid  whenever  the  rate  of  interest  used  to  calculate  reserves  is 
more  than  0.5%  less  than  that  used  to  calculate  surrender  values.) 

Monthly  Payments.  As  part  of  the  trend  toward  "trying  to  find  out 
what  the  public  wants,  and  then  trying  to  meet  their  desires,"  monthly 
rather  than  annual  payments  for  ordinary  life  have  gained  wide  ac- 
ceptance.3' For  example,  in  1956  (the  latest  year  for  which  a  break- 
down is  available) ,  45  ^c  of  the  ordinary  policies  purchased  were  to  be 
paid  for  on  a  monthly  basis;  20^c,  quarterly;  10%,  semiannually;  and 

33McGill,  op.  cit.3  p.  242. 

34  ALC,  Proceedings,  1957,  p.  93. 

3o  Mr.  Leland  J.  Kalmbach,  president,  Massachusetts  Mutual  Life  Insurance  Company 
ALC,  General  Proceedings.  1955,  p.  217. 
36LIAA,  Proceedings.  1955,  pp.  163,  164. 
37McGill,  op.  cit.,  pp.  353,  354. 
38LIAA,  Proceedings.  195",  p.  174. 
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only  21%,  annually.39  To  facilitate  regular  payment,  a  number  of 
devices  have  been  adopted,  such  as  preauthorized  checks  (i.e.,  the 
insured's  bank  handles  the  transaction),  checkomatic  plans,  and  salary 
allotments.4" 

Monthly  payments  have  met  with  some  objections,  as  summarized 
below : 

Under  anything  resembling  today's  arrangements,  at  least,  the  cost  of  twelve 
collections  a  year  is  distinctly  higher  than  the  cost  of  one.  Higher  lapse  rates 
go  with  monthly  premium  business,  raising  the  cost  further  and  often  resulting 
in  protection  lost  almost  as  soon  as  it  is  purchased.  And  there  are  very  real 
hazards  in  the  "one  small  down-payment"  approach  to  life  insurance,  with  its 
increased  danger  of  over-selling.  Nor  do  I  like  the  idea  of  equating  life  insur- 
ance purchases  with  the  installment  buying  of  everything  from  the  deep-freeze 
to  this  year's  vacation  trip.41 

Despite  these  drawbacks,  the  monthly  payment  plan  has  been  widely 
adopted,  for,  as  one  official  stated: 

By  its  very  nature,  life  insurance  must  cling  to  a  double-headed  concept  of 
ease — ease  of  selling  and  ease  of  payment.  Put  in  a  somewhat  different  way, 
our  goal  is  to  make  it  easy  to  buy,  hard  to  lapse.  The  methods  used  to  insure 
this,  the  preauthorized  check  plans  and  other  ingenious  devices  to  make  it  easy 
and  inexpensive  to  pay  monthly,  testify  to  our  business'  willingness  to  keep 
pace  with  economic  change.42 

Looking  ahead,  it  has  been  suggested  that  the  day  may  come  when 
some  company,  seeking  to  put  monthly  payments  on  the  most  economi- 
cal basis,  "sets  up  its  rate  book,  and  bases  its  selling,  on  monthly  rather 
than  the  traditional  annual  premiums."43  The  future  may  also  bring,  if 
not  a  policy  "package"  providing  all  types  of  coverage  in  a  single 
contract,  at  least  a  monthly  payment  package  lumping  premiums  not 
only  for  life  insurance  but  also  for  "automobile,  fire,  burglary,  etc."44 

Split  Dollar.  This  plan  is  a  type  of  key-man  insurance  wherein  the 
employer  annually  pays  "a  portion  of  the  premium  equal  to  that  year's 
increase  in  the  cash  value  of  the  policy,"  while  the  employee  pays  the 
rest.  Upon  the  insured's  death,  the  employer  shares  in  the  proceeds  of 

39  ILI,  Life  Insurance  Fact  Book,  1959,  p.  22. 

40  ALC,  General  Proceedings,  1957,  p.  342. 

41  Mr.  Walter  Klem,  senior  vice  president  and  actuary  of  The  Equitable  Life  Assurance 
Society,  "A  Ten  Year  Look  Ahead  at  Coverages  of  Life  Insurance  Companies,"  LIAA  Pro- 
ceedings, 1955,  p.  165. 

42  Mr.  Frederic  M.  Peirce,  managing  director,  LIAMA,  "Age  Change,"  ALC,  General 
Proceedings,  1957,  p.  333. 

43  Klem,  op.  cit. 

44  R.  G.  Engelsman,  sales  consultant,  "Life  Insurance — October  8,  1957,"  ALC,  General 
Proceedings,  1957,  p.  343. 
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the  policy  to  the  extent  of  his  investment,  while  the  beneficiary  named 
by  the  employee  receives  the  balance.  After  this  plan  emerged  from  a 
"tax  shadow"  in  1955  (i.e.,  after  it  was  ruled  that  the  employer's  pay- 
ments did  not  constitute  taxable  income  to  the  employee ) ,  Dean  Laur- 
ence J.  Ackerman,  addressing  an  agents'  forum,  stated  "I  commend  to 
you  the  split-dollar  concept  ...  as  a  vehicle  to  your  next  million 
dollars  of  production."  This  plan  gives  the  employee  'protection  when 
he  needs  it  most,"  and  is  "equivalent  to  a  tax-free  'raise'  in  income."  It 
offers  the  employer  a  means  to  tie  the  key  man  "close  to  the  firm,"  by 
improving  his  death  benefit  and  effective  salary.  Should  the  employee 
live  to  retirement,  the  employer  has  a  fund  to  set  up  a  pension  or  for 
other  purposes.45 

Double  Dollar.  This  plan  "offers  bank  depositors  life  insurance  in 
amounts  up  to  $1,000  at  no  direct  cost,  thereby  providing  a  constant 
incentive  to  maintain  and  increase  balances.  Also,  since  it  may  be 
converted  at  age  60,  it  serves  as  a  strong  deterrent  to  the  closing  out  of 
accounts."46  According  to  the  president  of  one  company,  the  "idea  is  as 
yet  in  the  experimental  stage.  Time  will  tell  if  it  can  be  widely  sold 
.  .  .  [It]  is  in  the  nature  of  a  service  to  another  business  and  is  not 
expected  to  be  a  great  source  of  profit."47 

High  Early  Cash  Values.  Although  this  novel  feature  must  be  paid 
for  over  the  life  of  an  insurance  policy,  it  does  establish  "a  pattern  of 
cost  distribution  which  is  highly  attractive  to  certain  groups."  For 
example,  it  appeals  to  individuals  who  are  investment  conscious,  since 
the  premium  paid,  even  in  the  early  years,  does  not  greatly  exceed  the 
increase  in  cash  values.  It  is  also  attractive  to  corporations,  since  the 
high  early  cash  value  becomes  an  asset  and  thus  the  cost  of  insurance 
purchased  makes  a  relatively  small  drain  on  earnings  even  in  the  year 
of  issue.  The  contract  also  lends  itself  readily  to  split-dollar  plans.  Still 
other  buyers  are  attracted  by  the  "availability,  upon  issuance,  of  the 
first-year  cash  value  as  a  basis  for  a  loan  in  part  payment  of  the  first 
premium."48  Thus  high  early  cash  values  are  related  to  the  controver- 
sial bank  loan  plan. 

Bank  Loan  or  Minimum  Deposit.  According  to  one  specialist  in 
estate  analysis,  "The  case  for  the  'bank  loan  plan'  stated  simply  is  as 

45  Paul  C.  Green,  "Split  Dollar — Simple  and  Useful,"  The  Journal  of  the  American  So- 
ciety of  Chartered  Life  Underwriters,  Spring,  1956,  pp.  198  ff. 

46  Best's  Insurance  News  (Life  Edition) ,  July,  1957,  p.  11. 

47  Ibid.,  p.  18. 

48  Alfred  N.  Guertin,  actuary  of  the  ALC,  "Price  Competition  in  the  Life  Insurance  Busi- 
ness," The  Journal  of  Insurance,  July,  1958,  pp.  1  ff. 
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follows:  If  the  insured  can  borrow  money  from  a  bank  on  the  collateral 
security  of  the  cash  value  of  the  policy  reserves  and  accumulated  divi- 
dends, or  additions,  plus  the  refund  value  of  any  prepaid  premiums, 
and  if  the  interest  on  such  loan  is  deductible,  and  the  rate  of  interest  is 
such  that  after  tax  savings  it  will  amount  to  2%  to  2V4%,  then  the 
insured's  interest  cost  will  be  offset  by  cash  value  increases  and  his 
insurance  protection  will  cost  him  nothing."  (In  explaining  the  2%  to 
2  !4%  figures  used  in  the  above  description,  the  author  stated,  "I  do  not 
believe  that  any  life  insurance  contract  available  today  for  deductible 
interest  under  present  law,  issued  by  an  American  life  insurance  com- 
pany, will  show  better  than  a  2V4  %  return.  Also  the  contract  will  have 
to  be  maintained  in  force  for  a  considerable  period  of  time,  probably 
not  less  than  20  years  .  .  .  before  [such]  a  return  will  be  achieved." 
Admittedly  a  higher  return — or  difference  between  cash  value  and 
cost — can  be  earned  on  a  single-premium  contract,  but  interest  expense 
on  indebtedness  incurred  to  pay  for  a  policy  is  not  tax  exempt  if  "sub- 
stantially all  the  premiums  are  paid  within  a  period  of  four  years  after 
issue.") 

According  to  this  analyst,  bank  loan  plans  can  be  "most  attractive," 
but  only  under  "favorable  circumstances"  which  include:  need  for  the 
insurance  in  the  net  amounts  developed  yearly;  large  income  with  high 
tax  in  top  bracket;  ample  liquid  reserves  when  plan  is  purchased  to 
take  care  of  cash  drains;  ability  to  pay  off  bank  loan  out  of  other  assets 
if  for  any  reason  early  termination  of  the  plan  should  be  required;  and 
expectation  that  both  the  plan  and  the  high  income  will  be  continued 
until  death  (so  as  to  avoid  income  tax  liabilities  imposed  when  the 
plan  is  surrendered).  "The  plan  should  be  checked  by  competent  tax 
advisers  and  probably  also  by  a  competent  life  underwriter  to  check  the 
accuracy  of  the  figures  quoted  and  also  to  determine  whether  the  same 
results  might  be  available  at  the  same  or  lower  cost  without  involving 
bank  loans."49 

The  case  against  bank  loan  rests  on  a  variety  of  points.  Some  insur- 
ance company  executives  see  "financed  insurance,"  like  group  and 
"combo-term,"  as  results  of  the  same  forces  (i.e.,  an  unwillingness  to 
"squirrel  large  amounts  of  money  away  in  life  insurance  policies") ,  and 
allegedly  some  industry  circles  resent  "any  plan  based  on  the  hypothesis 
that  insurance  is  not  a  good  way  to  save."  Critics  also  feel  that  the 
whole  industry  is  given  a  "black  eye"  when  bank  loan  plans  are  sold  to 
customers  for  whom  they  were  not  designed  (for  example,  one  agent 

49 Hal  R.  Van  Cleve,  "The  Bank  Loan  Plan:  One  Point  of  View,"  The  Journal  of  the 
American  Society  of  Chartered  Life  Underwriters,  Spring,  1956,  pp.  167  ff. 
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has  been  sued  for  selling  a  S  150.000  policy  to  a  man  earning  S9.600 
a  year).0"'  A  related  objection  points  out  that  the  plan  is  not  aimed  at 
the  numerically  significant  middle-income  segment  of  the  market; 
rather,  it  is  suited  to  such  a  small  number  of  the  "very  wealthy  [that] 
its  general  sale  seems  almost  entirely  for  the  benefit  of  the  writing 
agent."01  Still  another  objection  is  focused  on  the  plan  as  a  tax  loophole. 
Reportedly  there  is  'almost  general  agreement  that  where  the  principal 
motive  of  such  a  plan  is  to  escape  taxation  .  .  .  life  insurance  com- 
panies should  take  a  strong  stand  against  it."  On  the  other  hand,  the 
industry  opposed  a  Treasury  proposal  to  deny  deductibility  of  interest 
when  money  is  borrowed  "pursuant  to  a  plan  to  pay  premiums  through 
a  series  of  loans"  on  the  ground  that  tax  treatment  should  not  depend 
on  the  "subjective  test  of  intention."02 

Variable  Annuity.  Unlike  a  conventional  annuity,  this  plan  in- 
volves (1)  investment  of  the  premium  in  common  stocks,  and 
(2)  payment  of  fluctuating  benefits,  the  amounts  being  dependent  on 
stock  prices  and  dividends.  Interest  in  the  plan  stems  from  inflation 
and  the  hardship  it  has  worked  on  fixed-income  groups,  especially  on 
retired  people.00  The  first  variable  annuity  was  offered  by  the  College 
Retirement  Equities  Fund  (CREF)  established  in  1952  by  the  Teach- 
ers Insurance  and  Annuity  Association  (TIAA),  which  previously 
handled  a  conventional  annum'  business  exclusively  for  academic 
institutions.  Policyholders  in  TIAA  now  have  the  option  of  allocating 
up  to  half  of  their  premium  to  the  CREF  or  variable  plan;  at  least  half 
must  still  go  for  the  purchase  of  a  fixed-dollar  annuity. 

Should  insurance  companies  be  permitted  to  issue  the  variable  an- 
nuity? According  to  Professor  L.  E.  Morrissey,  "Probably  no  other  issue 
has  more  sharply  divided  the  insurance  industry  in  recent  years."54  The 
two  largest  companies  have  taken  opposing  stands — Prudential  for, 
Metropolitan  against,  and  several  others  have  joined  in  the  dispute. 
Those  who  favor  the  plan  point  to  the  success  of  CREF  and  the  accept- 
ance of  plans  or  companies  now  operating  on  the  variable  principle,  to 
the  likelihood  of  continuing  inflation,  the  attractiveness  of  stocks  in  a 
growing  economy,  the  decline  in  demand  for  conventional  individual 
annuities,  and  the  faster  growth  of  trusteed  than  of  insured  group 

5u  Best's  Insurance  News  <  Life  Edition  ) .  March..  1959,  pp.  14  rf. 

51  Weekly  Underu  riter,  November  16,  195",  p.  1063. 

52LIAx^,  Proceedings,  1956,  pp.  23-24;  195",  p.  24;  1958,  p.  31. 

53  Leonard  E.  Morrissey,  "Dispute  Over  the  Variable  Annuity,"  Harvard  Business  Re- 
view. January-February,  195",  p.  "5. 
^lbid. 
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pension  plans  which  can  be  partly  ascribed  to  the  fact  that  the  latter  are 
not  free  to  make  equity  investments.00 

Those  who  oppose  the  plan  sometimes  argue  with  President  Ecker 
of  Metropolitan  that  inflation  is  not  inevitable,  or  that  insurance 
companies  should  not  support  any  plan  based  on  the  hypothesis  that  it 
is.  Some  stress  that  since  stock  and  other  prices  do  not  necessarily  move 
together,  stocks  are  not  an  adequate  hedge  against  inflation.  Much 
emphasis  is  laid  on  the  idea  that  the  general  public,  unlike  the  aca- 
demic clientele  of  CREF,  would  never  understand  the  variable  princi- 
ple and  that  insurance  companies  would  suffer  much  ill  will  if  the 
value  of  the  variable  pension  declined.  Similarly,  the  essence  of 
insurance  is  the  guaranteed  fixed-dollar  return,  and  this  basic  principle 
should  not  be  sacrificed  or  obscured.  Furthermore,  could  agents  sell 
the  new  plan  without  casting  doubt  on  traditional  insurance?  How 
could  the  public  be  made  to  understand  that  premiums  must  be  paid 
regularly,  in  bad  times  as  well  as  good,  to  achieve  the  advantage  of 
dollar-cost  averaging?  Could  buyers  be  restrained  from  "cashing  in" 
their  policies  when  stock  prices  were  high,  and  could  they  be  persuaded 
of  the  need  for  a  balanced  retirement  fund,  that  is,  one  not  too  depend- 
ent upon  equities?56 

Ancillary  problems  of  the  plan  include  removing  legal  bars,  which 
is  not  proceeding  quickly;01  dual  regulation  by  the  states'  insurance 
commissioners  and  the  SEC;58  the  impact  on  stock  prices;  and  the  pos- 
sibility that  insurance  companies  might  again  be  accused  of  possessing 
too  much  control  of  industry  and  in  the  economy  as  a  whole.59  In  addi- 
tion, companies  would  have  to  decide  whether  to  sell  such  policies 
under  their  own  name  or  only  through  a  subsidiary,  and  whether  to  sell 
on  a  group  basis  only,  on  the  grounds  that  such  a  limitation  would  ex- 
clude those  customers  most  likely  to  misunderstand  the  contract. 

NEW  HEALTH   INSURANCE  DEVELOPMENTS 

In  1958  the  accident  and  sickness  departments  of  United  States  life 
insurance  companies  accounted  for  21%  of  total  premium  income,  as 
compared  with  about  16%  in  195 2. 60  Besides  the  life  insurance  carriers, 
other  major  factors  in  the  health  and  sickness  field  ( H  &  S )  were  Blue 

55  Ibid.,  pp.  76-78. 

56  Ibid. 

57  ALC,  General  Proceedings,  1956,  p.  46;  1957,  p.  113. 

58 National  Underwriter  (Life  Edition),  September  19,  1959,  pp.  1,  24. 
59Morrisey,  op.  cit.,  pp.  80-83- 

60  ILI,  Life  Insurance  Fact  Book,  1953,  p.  45;  1959,  p.  52. 
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Cross-Blue  Shield  (the  "Blues")  and  the  casualty  insurance  com- 
panies. While  all  these  institutions  competed  among  themselves,  they 
were  united  in  their  opposition  to  the  threat  of  increased  federal 
"encroachments,"  as  exemplified  in  1956  by  the  addition  of  a  dis- 
ability coverage  to  OASI,  and  in  1958-60  by  the  Forand  bill  that 
would  provide  hospital,  nursing  home,  and  surgical  benefits  for  all 
recipients  of  social  security.  The  insurance  industry  not  only  cam- 
paigned against  socialized  medicine  on  the  grounds  of  high  cost  and 
potential  abuse  but  also  (1)  emphasized  the  explosive  growth  of 
private  or  voluntary  plans  as  the  answer  to  the  nation's  health  needs, 
and  (2)  tried  to  expand  the  scope  of  these  programs. 

Growth  Trends.  By  the  end  of  1958  the  Health  Insurance  Council 
(HIC)  could  claim  that  seven  out  of  every  ten  persons  in  the  United 
States  have  some  form  of  health  insurance.61  Since  1940,  the  number 
of  persons  with  hospital  expense  protection  had  increased  ten  times; 
the  number  with  surgical  protection,  21  times;  and  the  number  with 
regular  medical  protection,  about  25  times.62  Insurance  companies  and 
Blue  Cross-Blue  Shield  each  accounted  for  about  47  %  of  benefits  paid, 
with  insurance  being  the  larger  factor  in  terms  of  persons  covered  for 
hospital  and  surgical  care63  and  in  terms  of  premium  income.64 

Besides  the  number  of  persons  having  hospital,  surgical,  and  medi- 
cal coverages,  some  41.8  million  (over  three  fifths  of  the  total  civilian 
labor  force )  had  at  least  temporary  protection  from  loss  of  income  due 
to  disability,  as  compared  with  37.3  million  at  the  end  of  1950.  Over 
three  fourths  of  the  persons  so  protected  were  covered  by  insurance,  the 
rest  mainly  by  paid  sick-leave  programs.65 

Benefit  payments  under  hospital,  surgical,  medical,  and  insured 
disability  programs  were  $4.7  billion  in  1958,  having  more  than 
doubled  since  1952.  Benefits  had  thus  increased  "at  a  much  more 
rapid  rate  than  the  number  of  persons  with  health  insurance."66  It 
should  be  noted,  too,  that  the  $4.7  billion  figure  was  by  no  means  all- 
inclusive,  since  it  did  not  take  into  account  payments  made  under 
noninsured  sick  leave,  accident,  and  "dread  disease"  insurance;  total 

61  Health  Insurance  Council,  The  Extent  of  Voluntary  Health  Insurance  Coverage  in  the 
United  States  ( 1959 ) ,  p.  32.  The  HIC  was  composed  of  eight  associations  with  a  member- 
ship accounting  for  over  90%  of  the  health  insurance  issued  by  life  and  casualty  insurance 
companies. 

62  Ibid.,  pp.  11  and  12. 

63  Ibid.,  pp.  14,  15,27. 

64  Social  Security  Administration,  Social  Security  Bulletin,  December,  1959,  p.  5. 

65  HIC,  op.  cit.,  p.  25. 

66  Ibid.,  p.  27. 
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disability  income  riders  in  life  insurance  policies,  liability  insurance, 
workman's  compensation,  and  OASDI;  or  the  value  of  care  provided 
to  the  armed  forces,  veterans,  and  servicemen's  dependents  by  the 
federal  government.67 

On  the  other  side  of  the  coin,  there  were  still  approximately  52 
million  persons  not  covered  by  a  voluntary  hospital  program,  64  mil- 
lion without  this  kind  of  surgical  protection,  and  100  million  not  so 
covered  for  regular  medical  expenses.  Certain  special  groups,  such  as 
the  rural  population68  and  the  aged,  had  less  than  average  protection. 
Moreover,  the  proportion  of  the  nation's  hospital,  surgical,  and  medical 
expenditures  met  by  insured  and  Blue  Cross  plans,  although  growing 
both  in  dollars  and  percentagewise,  was  still  under  25%  in  1958,  with 
gains  over  the  previous  year  limited  to  about  1%.69 

Expanded  Scope.  The  insurance  industry,  in  addition  to  pushing 
conventional  A  &  S  coverages,  developed  special  policies  for  special 
needs  or  special  groups:  Major  medical,  for  example,  was  the  industry's 
answer  to  catastrophic  illness.  From  1949  through  1958,  17.4  million 
persons  acquired  MM,  with  the  growth  in  1958  alone  amounting  to 
31%.  In  the  same  year  benefits  rose  83%. 70  In  spite  of  this  acceptance, 
critics  argued  that  the  coverage  was  inflationary  (leading  to  padded 
claims),  and  that  its  "deductible"  and  "coinsurance"  features  (failure 
to  pay  the  first  $100  or  so  of  expenses  or  100%  of  the  remainder) 
worked  financial  hardship  on  many  insureds.71 

To  meet  the  most  urgent  special  need  of  all,  namely,  health  in- 
surance for  the  aged,  a  pilot  MM  plan  was  to  get  under  way  in  Con- 
necticut,72 and  several  other  means  were  widely  available: 

Among  the  ways  in  which  insurers  provide  coverage  for  the  senior  citizen 
are:  continuation  of  retirees  as  members  of  the  group  in  which  they  were  in- 
sured during  their  working  years;  issuance  of  contracts  whose  benefits  become 
paid  up  at  age  65;  provision  for  conversion,  at  time  of  retirement,  of  group 
coverage  to  individual  contracts  providing  comparable  benefits;  extension  of 
the  age  limit  to  which  individual  contracts  may  be  carried;  and  issuance  of 
specially  designed  individual  contracts  for  overage  risks.73 

Speaking  of  the  "65 -plus"  policies  first  initiated  by  Continental  and 
available  on  a  "come-all"  basis  via  mass  solicitation  in  newspapers,  a 

07  Ibid.,  pp.  27-31. 
68 lbid.}  pp.  7,9,  18. 

69  Social  Security  Administration,  op.  cit.,  p.  9. 
70HIC,  op.  cit.,  p.  19. 

71  LIAA,  Proceedings,  1958,  p.  219. 

72  Interview  with  Dean  L.  J.  Ackerman. 

73  Best's  Insurance  News  (Life  Edition) ,  June,  I960,  p.  64. 
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vice  president  of  Prudential  stated  in  1958  that  announcement  of  the 
plan  "already  has  had  a  salutory  effect  on  some  of  the  critics  of  volun- 
tary insurance/"4  But  in  spite  of  industry  efforts,  the  Democratic  party 
and  the  Kennedy  administration  were  committed  to  extend  social 
security  to  include  some  medical  care  for  the  aged. 

Still  another  special  need  is  that  for  health  insurance  on  impaired 
risks,  and  great  advances  have  been  made  in  recent  years  in  under- 
writing substandard  business.75  In  addition,  some  impaired  risks  have 
been  covered  through  the  prior  purchase  of  "noncan"  or  "guaranteed 
renewable"  policies.  On  the  other  hand,  many  who  purchased  these 
policies  and  later  found  their  health  impaired  discovered  that  their 
insurance  protection  was  not  permanent  or  that  their  premiums  were 
upped  considerably.  So  many  complaints  poured  in  as  a  result,  that  in 
1954  the  Federal  Trade  Commission  began  an  investigation  and  subse- 
quently instituted  41  suits  for  "false  and  misleading  advertising"  which 
figured  in  the  news  for  the  next  six  years.  The  industry  countered  by 
asserting  that  the  claims  were  not  misleading  if  read  in  context,  by 
challenging  the  FTC's  jurisdiction,  by  setting  up  a  voluntary  code  of 
ethics  to  govern  advertising,76  and  by  getting  the  National  Association 
of  Insurance  Commissioners  to  propose  agreed  meanings  for  certain 
terms  including  noncan  and  guaranteed  renewable.77 

Another  special  need  or  demand  is  that  for  income  protection 
against  permanent  disability.  Many  insurance  companies,  after  a  disas- 
trous loss  experience  on  this  type  of  policy  in  the  1930's,  stopped  offer- 
ing this  coverage  altogether.  While  most  have  now  reversed  this  stand 
and  sell  to  selected  individual  risks,78  "benefits  payable  on  total  and 
permanent  disability  are  only  occasionally  to  be  found  in  connection 
with  Group  Life  insurance  and  Group  Annuity  contracts  ....  There 
remains  a  problem  of  how  the  life  companies  can  enlarge  the  scope  of 
their  coverages  in  this  field."79  Whether  many  companies  will  be 
interested  in  this  type  of  business  remains  to  be  seen.  When  coverage 
for  permanent  disability  was  being  considered  in  the  1956  amend- 
ments to  the  Social  Security  Act,  it  was  emphasized  by  spokesman  for 
the  life  insurance  business  that  "the  best  method  of  coping  with  the 

74  LI  AM  A,  Annual  Meeting,  1958,  p.  251. 

75  O.  D.  Dickerson,  Health  Insurance  (Homewood,  111.:  Richard  D.  Irwin,  Inc.,  1959) 
p.  345. 

76  Ibid.,  pp.  445,446. 

77  National  Underwriter  (Life  Edition) ,  January  9,  I960,  p.  6. 
78McGill,  op.  cit.,  p.  716. 

79  UAA,  Proceedings,  1955,  p.  168. 
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problem  of  disability  is  through  effective  programs  of  rehabilitation.80 
Finally,  the  need  for  dental  insurance  received  attention  in  I960.  A 
pilot  experiment  in  group  dental  care  was  initiated  by  the  Continental 
Casualty  Company,  which  announced  its  intention  of  developing  the 
program  "as  widely  and  as  rapidly  as  experience  and  prudence  will 

■     ,,81  1 

permit. 

GROUP  INSURANCE  PROBLEMS  AND  TRENDS 

In  the  latter  1950's,  many  problems  in  group  life  insurance  were  by 
no  means  new.  Companies  continued  to  debate  the  impact  of  group- 
term  on  the  market  for  savings-type  insurance,  and  agents  continued  to 
criticize  its  impact  on  individual  policy  sales.  Under  fire  was  the  wil- 
lingness of  many  companies  to  write  "jumbo"  policies  on  individual 
executive  lives,  to  define  "group"  loosely  in  seeking  business,  to  shave 
commission  rates  on  group  insurance,  and  to  pare  expenses  on  "pres- 
tige" cases  to  the  point  where  insurer  and  insured  were  virtually  just 
"trading  dollars."82 

New  efforts  to  reach  an  industry  consensus  on  group  insurance 
limits  were  initiated  in  1957  after  several  states  refused  to  adopt 
NAIC's  proposal  for  a  $20,000/$40,000  rule,83  but  these  efforts  had 
definitely  failed  by  I960,84  mainly  because  many  companies  have  long 
believed  that  refusal  to  write  jumbo  group  would  divert  potential 
customers  into  self-insurance.85  Some  proponents  of  limits  were  warn- 
ing, however,  that  group  insurance — originated  for  protection  of  the 
weak — might  lose  its  favorable  tax  situation  if  it  did  not  eliminate 

<<    i  ,,86 

abuses. 

The  recent  development  of  greatest  interest  in  group  insurance — 
including  life,  annuity,  and  A  &  H — was  the  congressional  investiga- 
tion into  employees'  welfare  and  pension  plans  in  1954-56  and  the 
subsequent  enactment  of  legislation  to  help  prevent  abuses  in  1958. 
The  Senate  Subcommittee's  report  was  critical  not  only  of  labor  and 
employers  but  also  of  life  insurance  practices,  "and  particularly  com- 
mented on  what  it  considered  excessive  retentions,  exorbitant  com- 


80  ALC  and  LIAA,  Sound  Policy  for  Social  Security  ( 1958 ) ,  p.  13. 

81  The  Journal  of  Insurance,  December,  I960,  pp.  101,  102. 

82  L.  J.  Ackerman,  speech,  Harvard  Business  School,  April,  1957. 

83  ALC,  General  Proceedings,  1957,  p.  151. 

84  National  Underwriter  (Life  Edition),  December  26,  1959,  p.  1;  January  2,  I960, 
p.  12. 

85  ALC,  General  Proceedings,  1956,  p.  49. 

80  National  Underwriter  (Life  Edition) ,  July  18,  1959,  p.  1. 
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missions,  inequitable  treatment  of  various  groups,  improper  and  even 
criminal  actions  of  agents  and  brokers  and  the  laxity  of  companies  in 
employing  such  persons  and  condoning  their  practices."87 

In  spite  of  criticisms  from  within  and  without,  group  coverages 
expanded  rapidly  during  1950-57,  and  continued  to  expand,  though 
more  slowly,  thereafter: 


Group  Life  Insurance  in  the  United  States  (Excluding  Credit  Insurance)  * 

(Dollars  in  Billions) 


1950 
Amount 

1 

957 

1958 

1959 

Amount 

% 
Change 

Amount 

% 
Change 

Amount 

% 
Change 

Purchases  

Total  in  force  

In  force  on  dependents.  .  .  . 

$  6.1 
47.8 
0.2 

$  14.3 
133.8 
1.3 

136.07 
179.94 
441.37 

$  12.2 
144.6 
1.4 

-14.83 

8.08 
6.90 

$12.3 
59.8 
1.6 

0.95 
10.51 
11.90 

*  Exclusive  of  revivals,  increases,  dividend  additions,  etc. 


Millions  of  United  States  Persons  with  Insured  Pension  Plans  in  Force 


1950 
No. 

1 

957 

1958 

1959 

No. 

% 
Change 

No. 

% 

Change 

No. 

Change 

Total  

Deposit  administration* . . . 

2.7 
0.3 

4.7 
1.4 

72.36 
414.55 

4.9 
1.5 

3.90 
6.01 

5.3 
1.6 

6.90 
9.33 

*  Fastest  growing  of  the  three  main  types  of  insured  pension  plans. 


Millions  of  United  States  Persons  under  Group  Health  Plans 
of  Insurance  Companies* 


1950 
No. 

1957 

1958 

1959 

No. 

^  % 
Change 

No. 

% 

Change 

No. 

% 
Change 

Group  hospital  

Group  surgical  

Group  medical  

22.3 
21.2 
5.6 

48.4 
49.0 
28.3 

117.17 
130.71 
406.84 

49.5 
49.9 
29.9 

2.21 
1.97 
5.46 

51.3 
51.8 
32.5 

3.64 
3.68 
8.69 

Jefore  deductions  for  duolication.  Persons  covered  by  casualty  and  life 


Group  Credit  Insurance  in  the  United  States 
(Dollars  in  Billions) 


1950 
Amount 

1957 

1958 

1959 

Amount 

% 
Change 

Amount 

% 

Change 

Amount 

^  % 
Change 

In  force  

$3.2 

$16.2 

411.99 

$17.1 

5.60 

21.6 

26.13 

Source:  Institute  of  Life  Insurance,  Life  Insurance  Fact  Book,  1959,  1960;  and  Health  Insurance  Council  Thr 
Extent  of  Voluntary  Health  Insurance  Coverage  in  the  United  States  (1959,  1960).  insurance  Council,  fhe 


ALC,  General  Proceedings,  1956,  p.  37. 
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Commenting  on  trends  shown  in  some  of  these  figures,  industry  and 
other  sources  in  1958  ascribed  the  decline  of  group  life  purchases  in 
part  to  a  recession  early  in  the  year,  which  also  affected  credit  insur- 
ance.ss  Whereas  in  1959  group  life  only  held  its  own,  group  credit 
resumed  the  phenomenal  expansion  that  has  made  it  the  fastest  grow- 
ing type  of  group  insurance. 

Figures  for  group  life  insurance  on  dependents  are  shown  separately 
on  the  above  table,  since  this  type  of  coverage,  though  growing  rapidly 
during  1 95 0-5 7, S9  was  slow  to  catch  on  and  is  still  relatively  unde- 
veloped.90 At  the  end  of  1958,  there  were  still  13  times  as  many  em- 
ployees as  dependents  covered,91  a  situation  contrasting  strongly  with 
the  A  &  H  field  where  dependents  far  outnumber  primary  insureds.92 

The  relatively  slow  growth  of  insured  pension  plans  was  long  as- 
cribed by  the  industry  to  an  unfavorable  tax  situation  (recently 
changed)  and  to  the  greater  flexibility  of  trusteed  or  uninsured  plans. 
Interestingly,  the  most  flexible  insured  type,  that  is,  deposit  administra- 
tion, has  grown  much  faster  than  other  insured  plans  that  call  for  a 
more  rigid  schedule  of  payments  or  compute  reserve  requirements  on 
the  basis  of  strict  actuarial  standards.93 

IMPACT  ON  AGENCY  RELATIONS  AND  LAPSATION 

While  some  of  the  new  industry  trends,  such  as  the  development  of 
family  policies  and  monthly  premium  plans,  have  benefited  agents  by 
making  insurance  easier  to  sell,  other  new  trends  have  aggravated 
company-agency  problems.  Another  disadvantage  brought  about  by 
the  multiplication  of  new  plans — especially  family  policies — has  been 
a  higher  rate  of  policy  lapsation. 

Agency  Relations.  Some  new  developments,  such  as  mutual  fund 
competition  and  the  shift  toward  all-lines  selling,  pose  similar  prob- 
lems for  agent  and  carrier,  and  agents  of  course  are  vitally  interested  in 
whether  the  companies  they  represent  choose  to  buck  or  to  follow 
these  trends. 

Other  new  developments  have  tended  to  produce  or  widen  the  rift 

88ILI,  Life  Insurance  Fact  Book,  1959,  pp.  26,  32;  Standard  &  Poor's  Industry  Surveys: 
Insurance,  September,  1959. 

89  ILI,  Life  Insurance  Fact  Book,  1959,  p.  28. 

90  LI  A  A,  Proceedings.  1957,  p.  183. 

91  ILI,  Life  Insurance  Fact  Book,  1958,  p.  28. 
92HIC,  op.  ctt.,  1959,  p.  23. 

9J  L.  J.  Ackerman,  "Financing  Pension  Benefits."  Harvard  Business  Review,  Septem- 
ber-October, 1956,  p.  66. 
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between  company  and  agency  thinking.  The  disagreement  over  jumbo 
group,  for  example,  and  the  failure  of  an  industry  committee  to  solve 
this  problem  have  already  been  mentioned.  The  same  committee  did, 
however,  agree  to  oppose  seven  types  of  policy  complained  of  by  agents' 
including  those  sold  in  conjunction  with  mutual  funds,  sold  to  groups 
like  veterans  and  Rotary,  to  groups  where  employers  outnumber  em- 
ployees, double  dollar  and  correspondent  bank  coverages,  and  trading 
stamp  insurance  plans.94 

Another  development  that  agents  have  viewed  dimly  has  been  the 
trend  toward  coverages  carrying  relatively  low  commissions.  As 
LIAMA's  executive  director  put  it: 

There  is  ...  a  feeling  on  the  part  of  some  of  our  field  men  that  they  are 
the  forgottem  men,  financially.  The  average  premium  per  thousand  has  gone 
down  rather  decidedly,  affected  by  the  lower  premiums  of  term  and  term  riders. 
Specials,  premiums  graded  by  size,  and  sometimes  reduced  commissions  on 
specials,  have,  say  they,  resulted  in  less  dollars  in  their  pockets.  Meanwhile,  their 
cost  of  sales  and  service,  they  feel,  has  also  increased.  Inflation,  they  suggest 
has  applied  with  as  much  impact  to  the  agents'  cost  of  doing  business  and  of 
living,  as  it  has  to  the  companies'.95 

If  agencies  have  had  some  occasion  to  criticize  the  carriers  for  some 
of  the  new  trends,  the  carriers  have  not  been  uncritical  of  agents  for 
their  handling  of  some  of  the  new  policies.  As  previously  noted,  the 
companies  fear  that  abuse  of  bank  loan  harms  the  industry's  good 
name,  and  some  companies  oppose  bank  loan  altogether  as  a  "gim- 
mick" designed  to  help  agents  reap  fat  commissions  on  what  is  essen- 
tially only  term  insurance.  Companies  are  further  aware  that  abuses  by 
agents  selling  A  &  S  and  group  welfare  plans  have  been  among  the 
factors  leading  to  federal  investigation  and  the  threat  of  increased 
federal  control.  Still  another  problem  increased  by  the  growing  variety 
of  plans  is  that  of  twisting  or  replacing  one  insurance  policy  by  an- 
other; this  gives  the  agent  more  of  the  higher  first-year  commissions 
but  sends  up  the  industry  rate  for  lapsations. 

Lapsation  and  Surrenders.  Both  the  rush  for  volume  and  the  mul- 
tiplicity of  new  term-loaded  plans  competing  for  consumer  attention 
have  been  charged  with  major  responsibility  for  the  increasing  United 
States  rate  of  lapses  and  surrenders  which  reached  a  peak  in  1958: 

«»  National  Underwriter,  September  23,  1959,  pp.  1,  36.  (The  committee  in  question  was 
the  Joint  Committee  on  Re-examination  of  Group  Policy,  Chairman,  Henry  S  Beers  presi- 
dent of  the  Aetna  Life  Insurance  Company.)  ' 

95  ALC,  General  Proceedings,  1957,  p.  332. 
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Voluntary  Termination  Kate, 
Year  All  Ordinary  Policies  in  Force* 

1951   3.2% 

1955   .3.8 

1956  4.2 

1957  5.4 

1958  5.7 

1959  .....5.2 

*  Institute  of  Life  Insurance,  Life  Insurance  Fact  Book,  1960,  p.  49. 

In  a  symposium  on  this  topic,  an  executive  of  Connecticut  General 
Life  told  the  1959  annual  meeting  of  the  LI  AM  A,  "Since  we  met  a 
year  ago  .  .  .  over  $15  billion  of  ordinary  insurance  has  been  lapsed 
or  surrendered.  If  an  agent  averaged  $250,000  in  a  year,  this  means 
that  the  creative  sales  effort  of  60,000  such  agents  went  down  the 
drain  ....  The  work  of  60,000  agents  lost — when  there  are  only 
about  200,000  in  the  business. 


,!)<; 


PROSPECTS  OF  INCREASED  FEDERAL  CONTROL 

In  spite  of  the  passage  in  1945  of  the  McCarran  Act  (Public  Law 
15)  in  which  Congress  declared  that  "continued  regulation  and  taxa- 
tion by  the  several  states  of  the  business  of  insurance  is  in  the  public 
interest,"  ten  years  later  the  federal  government  was,  in  the  words 
of  the  president  of  NAIC,  "making  overtures  ...  on  many  fronts 
.  .  .  toward  the  regulation  of  the  industry."  These  overtures  included: 
(1)  the  activity  of  the  FTC  in  citing  accident  and  health  companies 
for  false  and  misleading  advertising;  ( 2 )  an  administration  bill  which, 
though  purportedly  aiming  to  assist  the  spread  of  voluntary  health  in- 
surance, would  put  the  federal  government  into  the  business  of  rein- 
suring prepaid  health  plans  that  met  standards  to  be  established  by 
the  Secretary  of  Health,  Education,  and  Welfare;  (3)  an  investiga- 
tion of  credit  insurance  by  the  Senate  Judiciary  Committee  which 
strongly  attacked  the  effectiveness  of  state  regulation;  (4)  a  bill  in- 
troduced by  Senator  Fulbright  that  would  require  unregistered  securi- 
ties of  insurance  as  well  as  other  companies  to  be  registered  with  the 
Securities  and  Exchange  Commission  (SEC),  in  spite  of  the  fact  that 
insurance  carriers  were  completely  supervised  by  the  several  states  and 
insurance  stocks  have  not  been  traded  on  an  organized  exchange; 
(5)  the  House  and  Senate  investigations  into  union  health  and  wel- 
fare funds.97  Later,  (6)  the  SEC  claimed  jurisdiction  over  companies 
selling  variable  annuities,98  and  (7)  the  U.S  Senate  in  1958  authorized 

9f;  National  Underwriter  (Life  Edition) ,  December  19,  1959,  p.  4. 

97ALC,  General  Proceedings,  1955,  pp.  24,  25;  LIAA,  Proceedings,  1957,  pp.  29  S. 
98  ALC,  General  Proceedings,  1957,  p.  87. 
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the  Anti-Trust  Monopoly  Subcommittee,  under  the  chairmanship  of 
Senator  O'Mahoney,  "to  conduct  a  study  of  the  operation  and  effect 
of  Public  Law  15."" 

The  O'Mahoney  committee,  slated  to  continue  work  in  I960,  in- 
vestigated or  planned  to  investigate  aviation,  ocean  marine,  mail-order 
insurance,  and  tie-in  sales  of  credit  insurance  with  loans.  Of  more  im- 
mediate concern  to  life  companies,  it  sent  a  detailed  questionnaire 
to  each  state  insurance  commissioner  seeking  information  as  to  the 
qualifications  and  size  of  his  staff  in  relation  to  its  work  load,  the  fre- 
quency of  examinations  of  domestic  companies,  licensing,  mergers,  and 
regulation  of  anticompetitive  practices.  Other  subjects  mentioned  for 
review  include  state  favoritism  toward  domestic  carriers,  the  extra- 
territorial nature  of  some  state  laws,  and  the  adequacy  of  enforce- 


^  100 

ment. 


FTC  Litigation.  Among  these  threats  to  the  states'  exclusive  regu- 
lation of  insurance,  the  one  posed  by  the  FTC  was  regarded  as  most 
far  reaching  for  reasons  that  an  ALC  official  put  as  follows: 

[The  FTC]  held  that  Public  Law  15  .  .  .  was  not  intended  to  and  in  fact 
did  not  oust  the  FTC  jurisdiction  over  interstate  activities  of  insurance  com- 
panies ....  In  fact  it  stated  that  Congress  had  no  power  to  delegate  to  state 
officials  power  over  interstate  commerce. 


The  decision  is  not  limited  to  advertising.  Its  reasoning  would  apply  to  any 
act  of  any  insurance  company  doing  an  interstate  business  which  the  FTC 
might  determine  is  deceptive  or  misleading.  If  this  decision  is  upheld,  the 
McCarran  Act  will  be  of  little  force  and  effect.  It  is  a  direct  challenge  to  the 
whole  system  of  state  regulation.101 

Whether  or  not  the  FTC  would  be  upheld  in  its  contested  claim  to 
joint  jurisdiction  with  the  states  was  not  finally  clear  until  mid-1958, 
when  the  Supreme  Court  ruled  that  the  McCarran  Act  "withdrew  from 
the  FTC  the  authority  to  regulate  respondents'  advertising  practices 
in  those  states  which  are  regulating  those  practices  under  their  own 
laws."102  There  remained,  however,  certain  cases  involving  mail-order 
companies  selling  in  states  where  they  were  not  licensed  which  the 

99  ALC,  General  Proceedings,  1958,  p.  32. 
100LIAA,  Proceedings,  1958,  pp.  43-47. 

101  Statement  by  the  executive  vice  president  and  general  counsel  of  the  ALC,  ALC,  Gen- 
eral Proceedings,  1956,  p.  50 


102 


cases) . 


ALC,  General  Proceedings,  1958,  p.  88  {American  Hospital  and  National  Casualty 
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1958  opinion  did  not  settle.103  A  decision  on  the  issue  posed  by  these 
cases  was  handed  down  in  January,  1959,  and  marked  another  victory 
for  state  regulation.104 

Advance  of  Federal  Control  to  Date.  By  I960  some  of  the  above- 
mentioned  threats  to  state  regulation  had  been  quashed  or  dropped, 
but  the  O'Mahoney  investigation  continued  with  as  yet  unpredictable 
results;  the  Supreme  Court  had  ruled  in  favor  of  the  SEC  in  the  vari- 
able annuity  case;105  and  the  investigation  into  welfare  plans  had  re- 
sulted in  passage  of  the  Federal  Welfare  and  Pension  Plan  Disclosure 
Act.  This  required  pension  plan  administrators  to  publish  (1)  a  de- 
scription of  the  plan,  and  (2)  an  annual  financial  report.  Both  these 
documents  were  to  be  on  file  in  Washington  and  to  be  available  to 
public  inspection.  With  respect  to  insured  plans,  the  annual  report 
must  disclose  premiums,  number  of  persons  covered  by  each  class  of 
benefits,  total  claims  paid,  dividends  or  retroactive  rate  adjustments, 
commissions,  administrative  service  or  other  fees  or  other  specific  ac- 
quisition costs,  amounts  held  to  provide  benefits  after  retirement, 
remainder  of  the  premiums,  and  names  of  persons  to  whom  commis- 
sions and  fees  were  paid  and  for  what  purpose.106 

While  disclosure  legislation  was  being  developed,  the  insurance  in- 
dustry urged  unsuccessfully  that  certain  types  of  plans  be  exempted, 
that  is,  those  in  which  the  employer  guarantees  the  benefits  and  pays 
all  the  costs.  According  to  the  carriers,  this  arrangement  offered  no 
incentive  for  abuses.  Labor,  however,  took  the  stand  that  since  fringe 
benefits  were  part  of  the  pay  package,  the  workers  were  entitled  to 
know  their  real  cost.107  After  the  legislation  was  passed,  industry  at- 
tention appeared  to  focus  mainly  on  the  impact  of  publishing  figures 
for  commissions.  Could  insurance  companies  regard  commission  scales 
as  an  internal  matter,  or  should  they,  as  NAIC  had  suggested,  develop 
new  commission  scales  that  would  vary  in  proportion  to  the  amount 
of  service  performed  by  the  agent  in  connection  with  the  benefit 

i  108 

planr 

Industry  interest  also  centered  in  the  possible  future  of  the  Dis- 
closure Act.  As  the  president  of  NAIC  put  it,  "Although  this  Act  may 

103  LIAA,  Proceedings,  1958,  pp.  53,  54. 

104 National  Underwriter  (Life  Edition),  January  24,  1959,  p.  1  {Travelers  Health  As- 
sociation case) . 

105  Ibid.,  March  28,  1959,  p.  1. 

106  LIAA,  Proceedings,  1958,  p.  49. 

107  LIAA,  Proceedings,  1957,  p.  31;  and  ALC,  General  Proceedings,  1957,  p.  99. 

108  LIAA,  Proceedings,  1958,  pp.  173-79;  and  ALC,  General  Proceedings,  1957,  pp. 
90,91. 
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appear  innocuous  at  first  glance,  being  confined  to  disclosure  alone 
and  not  casting  any  federal  agency  in  the  role  of  administrator,  many 
informed  people  believe  that  it  could  presage  a  move  toward  federal 
regulation  of  group  insurance."109 

Efforts  to  Preserve  State  Regulation.  The  insurance  industry,  which 
favors  continuance  of  state  rather  than  federal  control,  has  seen  im- 
proved state  regulation  as  the  best  means  of  preserving  the  present 
system.  Thus,  when  abuses  are  spotlighted,  the  industry  co-operates 
with  NAIC  in  developing  a  model  code  or  law  and  persuading 
state  legislatures  to  adopt  it.  For  example,  the  FTC  citations  brought 
about  a  NAIC  model  code  to  govern  advertising  practices;110  the  credit 
insurance  investigation  brought  about  a  model  bill  for  the  regulation 
of  credit  life  and  accident  and  health  insurance;111  and  the  welfare  plan 
investigation  brought  about  a  NAIC  code  of  ethics  on  union  welfare 
funds.112 

In  spite  of  some  success  in  getting  these  codes  adopted  by  the  states, 
many  close  students  of  the  industry  allegedly  believe  that  the  states 
cannot  maintain  their  present  authority  over  insurance.  They  believe 
the  real  question  is  not  whether  federal  control  will  come  but  when 
and  how,  and  whether  joint  regulation  will  prove  feasible  or  the  fed- 
eral government  will  supersede  the  states  entirely.113 

CHANGING  FEDERAL  INCOME  TAX 

In  1959  a  new  federal  income  tax  was  devised  for  the  life  insurance 
industry,  following  a  series  of  stop-gap  acts  and  years  of  discussion  in 
both  the  industry  and  the  U.S.  Treasury  as  to  what  the  basis  of  a 
"permanent"  tax  should  be.  Traditionally  the  industry  had  stood  for 
two  principles:  ( 1 )  a  tax  base  limited  to  net  income  from  investments 
and  applying  only  to  that  portion  of  such  income  as  was  not  required 
for  building  up  industry  (not  individual  company)  policy  reserves, 
and  (2)  a  single  law  applying  to  both  stock  and  mutual  companies! 
Both  these  principles  had  been  embodied  in  the  tax  law  since  1921: 
the  first  being  justified  on  the  grounds  that  mutual  companies  (which 
accounted  for  86%  of  the  business)  had  no  source  of  taxable  income 
except  interest,  and  the  second  being  justified  on  the  grounds  that 


109  ALC,  General  Proceedings,  1958,  p.  32. 

110  ALC,  General  Proceedings,  1956,  p.  51. 

111  ALC,  General  Proceedings,  1958,  pp.  33,  97. 

112  Ibid.,  p.  32. 


113 


5  J.  F.  Gerber,  "A  Regulator  Faces  the  Facts,"  The  Journal  of  Insurance,  Spring  1959 
pp.  49  S.  & 
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stock  and  mutual  companies  should  be  taxed  alike  since  they  were 
competitors.114 

By  1953,  however,  the  Treasury  had  become  convinced  that  a  tax 
should  be  applied  not  only  to  so-called  "excess  interest"  but  also  to 
"underwriting  profit,"  that  is,  sums  accruing  to  the  carrier  because 
mortality  and/or  expense  ratios  were  lower  than  expected  when  pre- 
miums were  set.  The  Treasury  announced  that  it  would  consider  either 
a  one-step  total  income  approach  (in  which  both  elements  of  the  car- 
riers' taxable  revenue  were  considered  together  and  treated  alike)  or 
a  two-step  approach  (in  which  interest  and  underwriting  profits  could 
receive  varying  tax  treatment).  Back  of  the  Treasury's  insistence 
on  broadening  the  tax  base  were  two  current  trends:  (1)  the  spec- 
tacular profits  which  some  stock  companies  were  amassing  free  of  tax, 
and  (2)  the  rising  prominence  of  term  insurance  resulting  in  good 
underwriting  profits  but  in  little  or  no  investment  and  interest.115 

In  response  to  the  Treasury  position,  the  life  companies  could  pre- 
sent no  united  front.  While  most  carriers  by  1958  had  come  around 
to  the  view  that  the  underwriting  profits  of  stock  companies  could  not 
continue  entirely  untaxed,  yet  they  split  between  a  one-step  total  in- 
come approach  and  a  two-step  approach  whereby  underwriting  profits 
would  be  taxed  only  when  emerging  as  dividends  to  shareholders. 
The  companies  were  further  split  over  a  novel  suggestion,  first  ad- 
vanced in  an  industry  committee,  for  altering  the  basis  of  the  tax  on 
net  investment  income,  so  that  instead  of  allowing  all  companies  to 
put  roughly  the  same  percentage  of  such  income  in  reserves,  the  tax 
would  be  tailored  to  the  individual  carrier,  rising  as  the  carrier's  in- 
vestment income  rose  and  falling  as  it  fell.116  The  Treasury,  for  its  part, 
opposed  the  idea  of  deferring  taxes  on  underwriting  profits  but  ex- 
pressed strong  interest  in  the  individual  company  approach  to  figuring 
the  tax  liability  on  interest  income.117 

When  the  new  law  finally  passed  in  mid- 195 9  (retroactive  to  i 
1958),  its  provisions  could  be  summarized  as  follows: 

The  new  taxes  will  apply  to  underwriting  profit  as  well  as  investment  income. 
The  taxable  portion  of  investment  income  will  be  determined  on  an  individual 

114  R.  F.  Valenti,  "Taxation  of  Life  Insurance  Companies,"  The  Journal  of  Insurance, 
November,  1958,  pp.  29  ff. 

115  R.  L.  Hogg,  "Taxation  of  Life  Insurance  Companies,"  The  Journal  of  Insurance, 
Spring,  1959,  pp.  20  ff. 

116  For  a  discussion  of  the  technical  means  by  which  this  result  was  achieved  without 
at  the  same  time  tying  the  tax  to  factors  that  the  companies  could  manipulate,  see  Hogg, 
op.  cit.,  pp.  28,  29. 

117  Ibid. 
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company  basis  rather  than  on  an  industry  basis;  it  will  involve  the  application 
to  life  insurance  reserves  (adjusted)  of  an  interest  rate  representing  the  average 
earning  rate  of  each  company  in  the  current  and  four  prior  years  Taxable  in- 
come will  also  include  one-half  of  underwriting  profit;  the  remaining  half 
would  be  taxable  only  if  and  to  the  extent  distributed  to  shareholders.118 

The  new  law  also  for  the  first  time  imposed  a  tax  on  the  carriers' 
long-term  capital  gains,  and— a  victory  for  the  industry— it  redressed 
the  long-fought  "inequity"  whereby  the  interest  income  of  reserves 
backing  pensions  was  subject  to  tax  in  the  case  of  insured  pension 
plans,  but  not  in  the  case  of  uninsured  plans  administered  by  banks 
and  other  savings  institutions.119  Revenuewise,  the  new  tax  was  ex- 
pected to  yield  an  estimated  $558  million  as  compared  with  $319 
million  estimated  under  the  tax  formula  applying  in  the  three  previous 
years.120 


INVESTMENT  TRENDS 

Recent  major  investment  trends  include:  (1)  an  increasing  inter- 
est return  on  investment  before  federal  income  tax,  (2)  an  increasing 
percentage  of  assets  invested  in  securities  of  business  and  industry, 
(3)  an  increasing  percentage  in  mortgages,  and  (4)  a  declining  per- 
centage in  United  States  government  securities: 


Yeai 


1945 
1950. 
1955. 
1956. 
1957. 
1958. 
1959. 


Pretax 
Net  Interest 
on  Investment 


3-11% 

3.13 

3.51 

3.63 

3.75 

3.85 

3.96 


Percentage  of  Assets  Invested  in- 


Ind.  and  Bus. 
Bonds* 


22.5% 

36.4 

39.9 

39.7 

40.4 

40.2 

39.9 


Stocks 

Mortgages 

U.S.  Govt. 
Securities 

2-2% 

14.8% 

45.9% 

3.3 

25.1 

21.0 

4.0 

32.6 

9.5 

3.7 

34.4 

7.9 

3.3 

34.8 

6.9 

3.8 

34.4 

6.7 

4.0 

34.5 

6.0 

•Includes  railroad  public  utility,  industrial,  and  miscellaneous  bonds. 
Source:  Institute  of  Life  Insurance,  Life  Insurance  Fact  Book,  1960,  pp.  57 
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Each  of  these  trends— even  higher  earnings— created  its  own  prob- 
lems. In  responding  to  signs  of  a  rising  interest  rate,  companies  had 
to  re-examine  goals,  forecasts,  and  investment  policies,  a  need  which 
some  insurers  saw  ahead  of  others.121  In  acquiring  industrial  securities 


118  Standard  &  Poor,  op.  cit. 

119  The  Journal  of  Taxation,  September,  1959,  p.  148. 

120  Standard  &  Poor,  op.  cit. 

121  ALC,  General  Proceedings,  1956,  p.  327. 
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companies  had  to  decide  how  far  to  go  in  exploiting  new  investment 
opportunities  and  where  to  stop  in  avoiding  the  risks  of  relativelv  high- 
return  investments.  In  acquiring  mortgages,  insurers  were  affected  bv 
government  policies  with  which  thev  disagreed.  In  dropping  govern- 
ments, they  had  to  consider  whether  such  action  was  consistent  with 
their  strong  stand  against  inflation.  In  shaping  all  investment  poli- 
cies, the  companies  had  to  take  into  account  social  and  economic  im- 
plications and  possible  political  repercussions. 

Reiishig  Forecasts.  After  vears  of  regarding  low  interest  rates  as 
chronic,  insurance  company  investment  departments  had  to  decide 
whether  the  economy  was  shifting  from  a  borrowers'"  to  a  lenders' 
market — a  task  complicated  bv  the  uneveness  of  the  advance,  which 
was  punctuated  by  a  number  of  recessions  and  sometimes  held  in  check 
bv  government  policv. 

Once  it  seemed  clear  that  interest  rates  were  headed  upward,  then 
new  goals  and  policies  would  be  in  order.  There  could  be  less  em- 
phasis on  just  keeping  hilly  invested  and  more  on  choosing  among 
competing  investment  opportunities;  less  emphasis  on  finding  an  outlet 
for  funds  in  extremelv  long-term  loans  ( some  as  long  as  100  vears 
and  more  on  getting  the  borrower  "locked  in"  under  current  favor- 
able interest  rates  by  means  of  call-protection  devices:  there  might  be 
less  emphasis  on  making  long  forward  commitments  to  lend  and  more 
on  staying  flexible — that  is.  able  quickly  to  divert  incoming  funds  to 
the  most  promising  type  of  investment.'" 

A:  j  firing  Se::-.  n:ies  ;~  Industry  ,v:d  Bus  ;k  ess.  \Tithin  the  changing 
investment  environment,  some  spokesmen  urged  caution  in  acquiring 
securities;  others  urged  boldness,  provided  appropriate  safeguards  were 
employed.  Those  who  stressed  caution  pointed  out  that:  I  1  I  The  in- 
dustry was   already  earning-  its   guaranteed  interest  requirements. 

2  Higher  earnings,  while  desirable,  would  do  no  more  than  permit 
dividends  to  be  increased  and  thus  reduce  the  net  cost  of  insurance. 
I  ;  Such  an  objective  was  not  worth  taking  added  risks  with  princi- 
pal. ( 4 )  The  company's  chief  responsibility  was  to  pay  its  contractual 
obligations  even  under  the  most  adverse  conditions.  I  5  I  Holdings  of 
senior  securities  well  protected  bv  an  "equity  cushion"  had  saved 
the  carriers'  reputation  for  stability  in  the  Great  Depression.  (  6  I  Thus 
the  present  widening  interest  in  common  stocks,  conversion  privi- 
leges, stock  purchase  warrants,  investment  real  estate,  equity  invest- 
ments .  .  .  and  subordinated  notes  and  debentures"  represented  a 

122  ALC,  General  Proceedings.  1958,  pp.  361,  362;  and  Business  Week.  November  ". 
1959,  p.  62. 
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new  era.  since  all  these  securities  involve  "increased  risk." 
(7)  Whereas  senior  industrial  bonds  were  formerly  acquired  largely 
from  relatively  noncompetitive  regulated  industries,  now  subordinate 
securities  in  many  types  of  industry  were  being  acquired.  (  8  )  This 
wide  variety  taxes  the  investment  officers'  know-how.  ( 9  )  The  prob- 
lem of  know-how  is  aggravated  by  the  widespread  practice  of  "direct 
placement,"  for  example,  acquisition  of  securities  direct  from  the  bor- 
rower instead  of  through  the  money  market  which,  through  its  rating 
service,  provides  at  least  some  kind  of  independent  judgment  on  qual- 
ity. (10)  Many  new  types  of  security  (motels,  etc.  )  and  many  indus- 
trial managements  have  never  stood  the  test  of  recession. "l 

In  contrast  to  these  councils  of  caution,  a  spokesman  who  was 
more  willing  to  "embrace  some  of  these  new  styles  in  finance"  argued: 
(  1  )  Better  than  average  earnings  were  needed  if  a  company  expected 
to  meet  strong  net  cost  competition  by  paving  competitive  dividends. 
(2)  Bonds  from  big-name  companies  had  too  low  a  rate  to  meet  yield 
requirements;  often,  too.  terms  and  maturities  offered  but  little  pro- 
tection to  the  lender.  (  3  I  Bonds  from  "second-rate"  companies,  in 
contrast,  had  a  higher  yield,  and  "investment  stamina"  could  be  built 
in  by  short-term  maturities  and  restrictive  indentures.  ( 4 )  Common 
could  be  safely  acquired  if  limited  to  "topflight"  companies  "because 
such  companies  have  the  management  and  brain  power  to  produce 
long-term  growth  and  an  increase  in  values."  (  5  )  Preferred  could  be 
safely  purchased  under  a  selective  policy  taking  into  consideration  the 
presence  of  a  sinking  fund  and  protective  clauses  in  the  charter.124 
(  6  )  An  investment  department  that  confined  its  activities  to  buying 
rated  bonds  would  not  be  using  its  skills  or  producing  the  end  results 
desired.  (7)  To  offset  the  declining  value  of  the  dollar,  the  industry 
must  get  extra  interest  or  capital  appreciation. 125 

Acquiring  Mortgages.  Although  one  third  of  the  life  insurance  in- 
dustry's assets  were  invested  in  mortgages,  industry  spokesmen  saw 
many  problems  in  the  mortgage  market  for  which  they  held  the  gov- 
ernment largely  responsible.  These  included  artificially  low  interest 
rates  on  mortgages,  the  above-average  building  cost  inflation,  and 
maintenance  of  boom  demand  through  reduced  downpavment  reauire- 
ments  and  extended  30-year  maturities.  Apart  from  the  impact  of  these 
policies  on  insurance  company  earnings,  there  were  other  serious  im- 
plications: "Any  substantial  set-back  in  business  conditions  would  very 

123  Hi,  Life  Insurance  Fact  Book,  1957.  pp.  382-84,  414-15. 

124  ALC,  General  Proceedings.  1958,  pp.  416-23. 
135  Ibid.,  pp.  361, 362, 365. 
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certainly  bring  a  wave  of  defaults  on  these  full  value  loans  so  fre- 
quently made  to  marginal  borrowers.  Then  .  .  .  the  life  insurance 
business  will  once  again  be  considered  an  ogre  as  it  was  in  the  thirties 
when  it  foreclosed  on  farms  and  houses  to  protect  its  policyholders."12" 
Dropping  Government  Securities.  During  the  late  forties  when  life 
insurance  companies  were  rapidly  disposing  of  government  securities 
and  channeling  their  funds  to  industry  and  housing,  Treasury  officials 
faced  a  major  problem  in  debt  refinancing,  and  one  accused  the  in- 
dustry of  behaving  "as  if  it  had  the  Federal  Reserve  Bank  over  a  bar- 
rel."12' Recently,  however,  with  life  insurance  holdings  of  government 
securities  relatively  small  and  fairly  stable,  this  criticism  has  not  been 
revived. 

Currently  the  industry  is  asking  itself  if  it  has  done  enough  to  sup- 
port the  Treasury  in  the  latter's  anti-inflationarv  effort  to  refund  a  part 
of  the  public  debt  through  the  medium  of  long-term  bonds.  Since  these 
would  not  be  placed  with  banks,  they  would  not  add  to  the  money 
supply,  and  on  these  grounds  the  insurance  industry  has  debated  the 
propriety  of  investing  in  these  issues,  even  though  higher  yields  were 
available  elsewhere.12'  That  the  decision  made  was  mainlv  negative 
is  attested  by  the  figures  on  net  acquisitions  of  government  securities. 
In  1958,  for  example,  a  total  of  S4.8  billion  was  acquired,  but  of  this 
some  S3- 6  billion  was  in  short-term  Treasury  bills  and  certificates,  rep- 
resenting reinvestment  or  "roll-over"  of  funds  in  these  obligations.129 

Social  and  Political  Aspects.  The  magnitude  of  life  carriers'  invest- 
ments has  caused  them  to  be  subject  to  public  scrutiny  and  often  to 
criticisms.  For  example,  between  1945  and  1950  the  companies  were 
accused,  according  to  one  summary,  of  '!(1)  being  'stagnant  pools  of 
capital';  (2)  being  too  active  in  selling  government  bonds  and  lend- 
ing funds  to  industry;  (3)  lending  too  little  on  mortgages;  and  (4)  not 
investing  enough  in  small  business  and  equities."  In  1952  direct 
placement  was  called  in  question,  partly  on  the  grounds  that  it  pro- 
vided inadequate  investment  protection  for  the  interests  of  policyhold- 
ers, and  more  seriously  on  the  grounds  that  if  securities  thus  purchased 
were  resold,  then  the  whole  transaction  amounted  to  a  means  of  es- 
caping SEC  supervision.  Rival  investment  institutions  criticized  direct 


126  ALC,  General  Proceedings.  1958,  p.  425. 

127  National  Underwriter  (Life  Edition  ) ,  December  28,  1951,  p.  10. 

128LIAA,  Proceedings.  1952,  p.  151;  1953,  p.  45;  and  ALC,  General  Proceedings,  1955, 
p.  314;  1958,  pp.  78,  366. 

129  HI,  Life  Insurance  Fact  Book,  1959.  p.  67. 
130Buley,  op.  cit.,  p.  1075. 


CURRENT  TRENDS  AND  ISSUES  IN  LIFE  INSURANCE  697 

placement  in  the  hearings,  but  no  action  to  curb  it  was  taken,131  and 
by  the  end  of  1958  over  $27  billion  of  the  business  and  industrial 
bonds  held  by  life  companies  had  been  acquired  in  this  way.132 

In  recent  years  criticism  of  the  industry's  investment  policies  appears 
to  have  died  down,  but  the  industry  is  conscious  that  it  could  be  re- 
vived in  the  future.  For  example,  one  of  the  arguments  that  has  been 
used  against  heavier  investment  in  common  is  that  it  might  ultimately 
lead  to  a  revival  of  the  old  1905  charge  that  carriers  control  other 
corporations  and  thus  unduly  influence  the  economy.  A  more  probable 
result  would  be  that  demand  for  blue-chip  stocks  might  get  out  of 
balance  with  supply  if  insurance  companies  were  added  to  the  list  of 
other  institutional  investors.  Such  considerations  influence  not  only  the 
investment  portfolios  of  companies  but  also  their  willingness  to  sell 
certain  types  of  insurance  protection — variable  annuities,  for  example 
— where  reserves  would  be  invested  in  equities.133  The  same  objection 
might  apply  with  almost  equal  force  to  a  more  recent  proposal  for 
"split  funding,"  that  is,  using  a  high  proportion  of  common  to  back 
annuities  in  fixed  amounts.134 

NEW  MORTALITY  TABLE 

During  1956-58  the  question  of  a  new  mortality  table  was  5  one 
of  the  most  controversial  subjects  in  the  business  of  life  insurance."135 
The  old  table  (Commissioners  Standard  Ordinary,  1941)  was  based 
on  experience  dating  back  to  1930-40,  and  a  new  table  would  reflect 
the  "almost  spectacular"  improvement  in  mortality  that  had  taken  place 
since  that  time.  The  chief  practical  effect  would  not,  of  course,  be  to 
lower  the  price  of  insurance,  since  both  stock  and  mutual  companies 
already  reflected  current  actual  mortality  costs  either  in  the  gross  pre- 
mium charged  (for  nonparticipating  policies)  or  through  dividends 
(participating  policies).  Rather,  the  chief  effect  would  be  to  reduce 
reserve  requirements.  Since  minimum  legal  reserves  were  computed 
with  reference  to  the  1941  table,136  they  were  to  some  extent  inflated 
by  its  "redundant"  mortality  rates.  With  actual  mortality  used  to  com- 

131LIAA,  Proceedings,  1952,  p.  151. 

132  ILI,  Life  Insurance  Fact  Book,  1959,  p.  72. 

133  ALC,  General  Proceedings,  1956,  p.  93;  and  Morrissey,  op.  cit.,  pp.  82-84. 
^National  Underwriter  (Life  Edition) ,  June  10,  1955,  p.  4. 

A.  L.  Mayerson,  "Is  a  New  Mortality  Table  Nedded?"  The  Journal  of  Insurance 


135 

October,  1958,  p.  22 


The  legal  minimum  reserve  on  an  ordinary  policy  could  not  be  less,  in  most  jurisdic- 
tions, than  it  would  be  if  the  carrier  assumed  mortality  experience  based  on  the  1941  table 
and  interest  income  on  investment  not  in  excess  of  3.5%. 
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pute  the  premium  on  a  nonparticipating  policy  and  tabular  mortality 
used  to  compute  the  reserve  requirement,  it  sometimes  came  about 
that  the  gross  or  loaded  premium  charged  to  the  buyer  was  actually 
lower  than  the  net  unloaded  premium  required  to  generate  the  legal 
minimum  reserve.  Whenever  this  happened — and  it  was  not  unusual 
owing  to  acute  "net  cost"  competition  in  the  sale  of  low-priced  "special" 
policies — then  the  carrier  (according  to  the  laws  of  34  states)  had 
to  set  up  a  "deficiency  reserve"  out  of  its  sometimes  slender  surplus 
and/or  profit.10'  Thus  the  problem  of  deficiency  reserves  for  com- 
panies selling  nonparticipating  policies  became  the  grounds  on  which 
the  pros  and  cons  of  a  new  mortality  table  were  debated. 

Chief  proponents  of  the  change  to  a  modern  table  were  a  group  of 
small  nonparticipating  carriers  with  small  surpluses  out  of  which  to  set 
up  deficiency  reserves.  These  companies  felt  that  they  could  engage  in 
more  vigorous  price  competition  if  the  deficiency  reserve  requirement 
became — at  least  temporarily — a  dead  letter  owing  to  adoption  of  a 
modern  table.  Oddly  enough,  chief  opponents  of  the  change  came  from 
exactly  the  same  type  of  company.  Some  small  nonparticipating  car- 
riers believed  the  new  table  might  intensify  price  competition  and 
that  the  victors  in  any  such  contest  would  not  be  the  small  stock  car- 
riers. Large  stock  companies  with  adequate  surpluses  had  no  present 
problems  with  deficiency  reserves,  but  still  favored  a  modern  table. 
The  mutuals  at  first  (1955)  took  the  stand  that  the  problem  of  de- 
ficiency reserves  was  not  significant  enough  to  warrant  replacing  CSO 
1941. 138  Later  they  stood  aloof,  on  the  grounds  that  they  were  not  di- 
rectly concerned.139 

An  alternative  method  of  dealing  with  the  problem  of  deficiency 
reserves  would  have  been  to  abolish  the  requirement  instead  of  chang- 
ing the  mortality  table.  Members  of  the  industry  and  others  believed 
that  this  approach  had  much  to  recommend  it.  The  deficiency  reserve 
requirement  was  not  regarded  as  the  best  or  most  direct  method  of 
keeping  premiums  at  an  adequate  level.  The  requirement,  furthermore, 
discriminated  against  certain  types  and  sizes  of  insurer  instead  of 
equally  affecting  all.  To  some  extent,  also,  it  could  be  evaded  by 
adopting  less  conservative  interest  assumptions  or  by  other  methods. 
Members  of  the  industry,  however,  decided  not  to  urge  repeal  of  de- 

137  Mayerson,  op.  cit.,  pp.  22-24;  R.  E.  Dineen  and  C.  M.  Boehrer,  "CSO  vs.  Xi7," 
Bests  Insurance  News  (Life  Edition),  February,  1958,  pp.  14  ff. 

138  D.  B.  Houston,  "Deficiency  Reserves  and  the  Xm  Mortality  Table,"  The  Journal  of  In- 
surance, October,  1958,  p.  19. 

139  Mayerson,  op.  cit.,  p.  24. 


CURRENT  TRENDS  AND  ISSUES  IN  LIFE  INSURANCE  699 


ficiency  reserve  requirements,  mainly  on  the  grounds  that  it  would 
be  politically  hopeless  to  do  so.140 

With  only  a  few  companies  opposed  to  a  new  table  and  others  in 
favor  or  at  least  aloof,  the  project  got  under  way.  It  was  originally 
understood  by  members  of  the  industry  that  use  of  the  new  table 
would  be  optional  or  voluntary,  and  further  that  its  use  would  be  con- 
fined to  the  valuation  of  reserves.  Minimum  nonforfeiture  values 
would  continue  to  be  computed  with  reference  to  the  old  table,  as  be- 
fore. On  second  thought,  however,  the  life  insurance  companies  con- 
cluded that  these  assumptions  ought  to  be  questioned.  Would  it  be 
practicable  to  have  a  new  table  used  by  some  companies  but  not  all, 
and  for  certain  purposes  but  not  others?141  How  could  such  a  plan  be 
justified  to  the  public  in  view  of  its  limited  understanding  of  the  in- 
tricacies of  insurance? 

Late  in  1956  the  tentative  new  table,  called  Xi7,  was  completed  by 
the  actuaries,  and  the  carriers,  seeing  they  would  all  be  affected,  were 
ready  to  appraise  it  with  a  critical  eye.  Several  objections  were  quickly 
brought  forward:  (1)  The  experience  period  1950-54  was  unrealistic 
and  too  short.  It  covered  only  prosperous  years,  whereas  the  death  rate 
should  be  expected  to  rise  in  a  depression,  as  it  did  following  1929. 
(2)  The  table  contained  unknown  proportions  of  male  and  female 
lives  and  thus  might  prove  inadequate  if  used  as  a  male  table,  since 
female  experience  is  known  to  be  better  than  male.  However,  since 
the  female  exposure  was  not  very  high  ( an  estimated  5  %  to  15%), 
this  objection  weighed  more  heavily  in  theory  than  practice.  (3)  If 
the  table  was  used  for  calculating  nonforfeiture  values  as  well  as  for 
reserve  valuation,  an  insured  adopting  the  extended  term  insurance 
option  would  be  covered  for  a  considerably  increased  period  which 
many  carriers  regarded  as  too  long.142  (4)  While  the  actual  mortality 
experience  (Table  Xi8)  underlying  Table  Xi-  was  inflated  by  con- 
tingency margins,  these  margins  were  widely  regarded  as  too  thin, 
since  the  table  was  not  based  on  ultimate  mortality,  and — by  excluding 
the  first  five  policy  years — it  did  not  reflect  the  liberalization  of  under- 
writing standards  since  1948  that  might  lead  to  a  higher  death  rate  in 
the  future.143 

While  some  of  these  objections  could  be  met  only  by  abandoning 
the  tentative  table,  others  were  more  readily  solved.  For  example,  the 

140  Dineen  and  Boehrer,  op.  cit.,  pp.  54,  55;  and  Mayerson,  op.  tit.,  pp.  32-34. 

141  Mayerson,  op.  cit.,  pp.  29-32. 

142  Houston,  op.  cit.,  p.  21. 

143  Dineen  and  Boehrer,  op.  cit.,  Part  II,  March,  1958,  p.  34. 
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margins  for  contingencies  were  increased,  and  a  separate  table  was 
prepared  for  computing  values  under  the  term  insurance  option.  With 
these  changes  Table  Xi7  obtained  a  "solid  industry  backing."144  Under 
the  new  name  of  CSO  1958,  it  had  been  adopted  in  28  states  by  the 
start  of  I960.140  This  table  would  apply  in  the  case  of  individual  in- 
surance only;  for  group  insurance  a  special  new  table  was  in  the  proc- 
ess of  being  developed.146 

Comparative  Rates  of  Mortality,  Sample  Ages 


(Deaths  per  1,000) 


Age 

Table 

Xl8* 

Table 

Xirt 

1958 

esot 

1958 
CSO-A§ 

1941 
CSO 

15... 

0.55 

1.00 

1.46 

2.21 

2.15 

25 ... . 

0.93 

1.59 

1.93 

2.68 

2.88 

45 ... • 

4.02 

5.06 

5.35 

6.96 

8.61 

60 

17.57 

20.20 

20.34 

26.44 

26.59 

*  Unloaded  experience  table. 

t  Table  Xis  after  loading  for  contingency  factor,  as  originally  presented  by  a  committee  of  actuaries. 
t  Table  as  finally  approved  for  purposes  of  reserve  valuation. 
§  Extended  Term  Insurance  Mortality  Table. 

Source:  American  Life  Convention,  General  Proceedings,  1958,  p.  114;  and  Institute  of  Life  Insurance, 
Life  Insurance  Fact  Book,  1958,  p.  110. 


DECLINING  COSTS  OF  LIFE  INSURANCE 

Two  major  industry  trends  in  recent  years,  that  is,  higher  interest 
income  and  lower  mortality  expense,  have  brought  about  reductions 
in  the  cost  of  life  insurance.  Through  a  spate  of  rate  reductions  or 
dividend  increases,  the  buying  public  has  benefited  substantially,  as 
suggested  by  the  following  net  cost  comparisons  covering  successive 
ten-year  periods: 


Ten-Year  Average  Annual  Net  Cost  for  a  $1,000 
Life  Insurance  Policy  Issued  at  Age  35 


Period  Covered 

Projected  Cost 
Date  of  Issue 

Actual  Cost 
History 

Actual/Estimate 

No.  Com- 
panies in  Study 

1940-50  

8.65 

8.69 

+0.04 

67 

1941-51  

8.29 

8.16 

-0.13 

52 

1942-52  

8.56 

8.27 

-0.29 

50 

1943-53  

8.36 

8.12 

-0.35 

55 

1944-54  

8.58 

8.17 

-0.44 

60 

1945-55  

8.42 

8.02 

-0.41 

59 

1946-56  

8.28 

7.86 

-0.43 

60 

1947-57  

8.13 

7.70 

-0.43 

60 

1948-58  

7.43 

6.83 

-0.60 

58 

1949-59  

7.47 

6.77 

-0.70 

56 

1950-60  

7.08 

6.34 

-0.73 

52 

Source:  Life  Insurance  Courant,  November,  1960,  p.  68. 


144  National  Underwriter  (Life  Edition ) ,  September  27,  1958,  p.  1. 

145  Bests  Insurance  News  (Life  Edition) ,  February,  1959,  p.  14. 

146  ALC,  General  Proceedings,  1958,  p.  1 1 1 . 


Appendix1 

MIDWAY  FOODS  CORPORATION  (B-2) 
MIDWAY  FOODS  CORPORATION  (B-3) 
MIDWAY  FOODS  CORPORATION  (B-4) 
PILGRIM  LIFE  INSURANCE  COMPANY  (D-l) 


Midway  Foods  Corporation  (B-2),  (B-3),  and  (B-4)  were  prepared  by  Mr  Bruce 
Scott  under  the  direction  of  Professor  C.  Roland  Christensen.  Pilgrim  Life  Insurance 
Company  (D-l)  was  prepared  by  Mr.  Donald  H.  Thain  and  Professors  J.  D.  Glover 
and  E.  P.  Learned. 
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MIDWAY  FOODS  CORPORATION  (B-2) 


fC<*C<*C«HC<*C«*C^^ 

On  March  1,  1958,  after  three  weeks  devoted  to  contract  technicali- 
ties, Midway  entered  into  an  agreement  to  purchase  Main  Line  Foods. 
The  price  was  $1,325,000  with  no  down  payment,  and  the  amount  was 
to  be  paid  over  a  ten-year  period  beginning  March  15,  1959.  In  the 
interim,  Main  Line  was  to  be  owned  by  Midway  through  a  "paper" 
corporation.  Under  a  plan  of  operation  which  Midway  had  con- 
ceived and  submitted  to  Conglomerated,  management  control  was 
vested  with  Midway,  subject  only  to  the  terms  shown  in  Exhibit  1. 

Exhibit  1 

MIDWAY  FOODS  CORPORATION  (B-2) 
Excerpts  from  Sale  Contract 
I.  Payment  Schedule: 

1959~64  @  $100,000/year  =  $  600,000 

1965  @    125,000         =  125,000 

1966-67  @    150,000/year  =  300,000 

1968  @  =  300,000 

$1,325,000 

II.  The  Paper  Corporation  Guarantees: 

A.  Main  Line  cannot  be  merged  or  consolidated  with  any  corporation. 

B.  Main  Line  cannot  be  liquidated. 

C.  Main  Line's  working  capital  must  be  maintained  so  that  current  ratio 
does  not  fall  below  iy4  to  1. 

D.  Main  Line  cannot  ^pay  any  dividends  except  for  the  amounts  paid 
through  the  paper  company  to  Conglomerated. 

III.  Other  Stipulations: 

A.  Midway  agrees  that  in  case  of  failure  to  fulfill  contract,  it  will  guarantee 
Main  Line  working  capital  of  $244,000  less  one  half  the  amount  of  any 
principal  repayments  made. 

B.  Conglomerated  will  receive  no  interest  on  unpaid  balance  outstanding. 

C.  The  final  price  will  be  contingent  upon  audited  statements  as  of 
March  1,  1958. 

D.  There  will  be  no  down  payment,  and  the  annual  payments  will  be  due 
in  equal  installments  on  March  15  and  November  15,  with  the  first  pay- 
ment due  March  15,  1959. 

Source:  Company  records. 
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On  Sunday,  March  1,  Midway  took  control  of  Main  Line.  Some  of 
the  events  which  took  place  during  the  first  six  days  after  this  change 
of  control  are  described  below. 

Sunday,  March  1:  Mr.  Kramer,1  Mr.  Nagle,2  an  employee  relations 
consultant,  and  the  company's  controller  arrived  in  Philadelphia  and 
began  an  inventory  of  raw  materials  in  conjunction  with  auditors 
from  a  public  accounting  firm. 

Monday:  Mr.  Kramer  fired  the  general  manager.  He  and  the  con- 
sultant spent  most  of  the  rest  of  the  day  interviewing  key  employees. 
That  evening  they  wrote  a  speech  to  be  delivered  to  the  employees 
the  following  day.  Mr.  Nagle  reviewed  office  procedures  and  began 
to  formulate  a  plan  for  consolidating  them  with  Midway's  system. 

Tuesday:  Mr.  Kramer  spoke  to  the  employees.  The  substance  of 
the  speech  was  (1)  "We  are  new  here,"  (2)  "We  are  going  to  put 
this  company  back  on  its  feet,"  and  (3)  "We  will  be  making  some 
changes."  Mr.  Kramer  and  Mr.  Nagle  interviewed  and  hired  a  new 
plant  manager,  a  man  who  had  previously  managed  a  bicycle  manu- 
facturing concern.  Mr.  Reiss3  joined  the  group  in  Philadelphia. 

Wednesday:  Mr.  Kramer  and  Mr.  Nagle  worked  out  details  for 
forthcoming  plant  operations.  Also,  the  first  of  a  series  of  morning 
meetings  was  held  with  key  employees  to  discuss  future  operations. 
Mr.  Kramer  called  all  major  Main  Line  suppliers  and  asked  them 
to  come  in  the  following  day.  Mr.  Reiss  wrote  all  Main  Line  brokers 
and  relieved  them  of  responsibility  for  its  products.  He  called  all  Mid- 
way brokers  and  assigned  them  the  new  line. 

Thursday:  The  second  in  a  series  of  meetings  with  key  employees 
was  held.  Then  Mr.  Kramer  and  Mr.  Nagle  talked  to  the  Main  Line 
suppliers  and  raised  over  $150,000  in  additional  working  capital 
through  extension  of  credit  terms.  Mr.  Reiss  talked  with  Midway 
brokers,  "asking"  some  to  drop  lines  which  would  compete  with  Main 
Line  products.  He  also  discussed  marketing  and  warehousing  plans. 

Friday:  Mr.  Reiss  discussed  changes  with  the  remaining  brokers, 
all  but  two  of  whom  co-operated.  These  two  brokers  were  released. 

Mr.  Kramer  convened  three  separate  employee  meetings  in  succes- 
sion. At  the  first  meeting  he  explained  to  the  office  staff  that  office 
functions  of  the  two  companies  would  be  consolidated  and  that  those 
present  were  to  be  discharged.  At  the  second  meetings  he  spoke  to 

1  Mr.  Clark  Kramer,  president  of  Midway  Foods. 

2  Mr.  Ben  Nagle,  administrative  vice  president  of  Midway  Foods. 

3  Mr.  Hal  Reiss,  marketing  vice  president  of  Midway  Foods. 
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factory  employees  who  were  to  be  released,  and  at  a  final  meeting  to 
all  people  who  were  to  remain  (Exhibit  2).  That  afternoon  Mr.  Lom- 
bard4 arrived  to  take  charge  of  factory  operations.  In  the  evening  all 
the  Midway  executives  except  Mr.  Lombard  took  the  train  back  to 
Chicago. 

On  the  following  Monday,  Mr.  Nagle  sent  a  "draft  memo"  to  Mr. 
Kramer  summarizing  Main  Line  accomplishments  to  date  (Ex- 
hibit 3). 

Exhibit  2 

MIDWAY  FOODS  CORPORATION  (B-2) 

President  Kramer's  Talk  to  Discharged  Main  Line  Factory  Employees 

March  6,  1958 

1.  When  I  said  "hello"  to  you  on  Monday,  in  the  cafeteria,  I  was  careful  to 
make  only  one  promise  about  the  future.  That  was  a  promise  that  our  sales 
team  is  going  t^ushjhe  sales  of  Main  Line  candies  as  high  and  as  fast 
as  possible. 

2.  We're  keeping  that  promise.  Our  sales  team  is  working  on  it  at  top  speed 
all  over  the  country  and  has  been  doing  that  since  Saturday. 

3.  But  sales  can't  go  up  overnight.  That's  one  of  the  facts  of  life.  We  have  to 
realize  that  it  may  be  a  few  months  before  our  efforts  show  real  results. 

4.  Another  fact  of  life  is  that  we've  been  producing  more  candy  than  we  can 
sell.  You  just  have  to  look  at  our  storeroom  to  see  that.  Even  on  a  four-day 
week  basis  this  plant  has  been  producing  more  than  we  can  sell. 

5.  The  third  fact  of  life  at  Main  Line  is  the  hardest  one  to  face.  I  don't  know 
whether  your  previous  management  ever  told  you  so,  but  I'm  sure  you  have 
all  realized  it  for  a  long  time  .  .  .  Main  Line  has  been  losing  money  con- 
tinually. The  amount  of  last  year's  loss  is  staggering  for  a  company  of  this 
size. 

6.  No  company  can  afford  to  absorb  such  losses,  even  for  a  few  months.  If 
Main  Line  is  to  survive  as  a  company,  the  losses  must  be  overcome  im- 
mediately, and  at  the  earliest  possible  moment.  We've  got  to  get  our  heads 
above  water. 

7.  Now  let's  add  these  three  unhappy  facts  of  life  together: 

First,  sales  won't  pick  up  significantly  for  a  few  months. 
Second,  we're  producing,  even  now,  more  than  we  can  sell. 
Third,  Main  Line  has  been  losing  a  lot  of  money  for  a  long  time. 

8.  The  facts  add  up  to  one  clear  answer.  We  must  take  drastic  action,  and 
we  must  take  it  at  once.  We've  got  to  reduce  production,  and  we've  got 
to  cut  costs  to  the  bone  until  sales  pick  up. 

9.  The  first  thing  we  can  and  will  do  is  cut  out  every  service  that's  not  ab- 
solutely indispensable  to  survival — the  various  jobs  in  the  plant  which  don't 
contribute  directly  to  production. 

10.  Unfortunately,  all  those  cuts  together  make  only  a  dent  in  our  total  costs. 
We  have  got  to  go  a  lot  deeper. 

4  Mr.  Milt  Lombard,  manufacturing  vice  president  of  Midway  Foods. 
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Exhibit  2 — Continued 

11.  We  have  no  choice  but  to  cut  our  biggest  expense  ...  I  mean  our  labor 
force. 

12.  It  doesn't  make  sense  to  cut  our  labor  costs  by  working  shorter  hours,  and 
we  certainly  don't  intend  to  cut  wages. 

13.  The  only  logical  step  .  .  .  and  I  sincerely  wish  it  weren't  so  ...  is  to  re- 
duce the  number  of  people  on  the  payroll,  until  sales  demand  more  produc- 
tion. 

14.  We're  going  to  reduce  our  labor  force  in  two  ways: 

First,  we're  going  to  stop  production  of  all  items  except  Liberty  Bell  and  William 
Penn,  and  we're  going  to  concentrate  all  our  sales  drive  on  those  two  famous 
candies. 

Second,  we're  going  to  set  up  a  single  production  line  which  will  produce  only 
enough  to  meet  our  actual  orders. 

15.  Let  me  make  one  point  absolutely  clear,  though.  Main  Line  candies  will 
never  be  manufactured  anywhere  but  in  Philalelphia  until  sales  go  so  high 
that  this  plant  can't  produce  enough  to  fill  the  orders.  You  have  my  word 
on  that. 

16.  Now  let's  swallow  the  bitter  pill.  We  are  going  to  reduce  our  forces  by  a 
total  of  46  people,  and  you  are  those  people. 

17.  The  fact  that  you  in  particular  have  been  selected  doesn't  in  any  way  re- 
flect on  your  loyalty  or  your  ability.  Many  of  you  have  long  seniority,  and 
all  of  you  ...  as  far  as  I  know  ...  are  good  people.  None  of  you  are  in 
any  way  responsible  for  the  unhappy  situation  we  face  today.  Nor  am  I 
responsible;  I  inherited  this  problem.  However,  as  head  of  the  company, 
I  can't  avoid  the  unpleasant  job  of  letting  so  many  fine  people  go.  My  one 
consolation  is  knowing  that  today's  layoff  is  the  last  one. 

18.  But  let  me  say  this.  Just  as  soon  as  our  sales  and  production  go  up,  and 
the  happy  day  comes  when  we  can  start  bringing  people  back,  you  folks 
will  be  the  first  to  be  asked.  I  sincerely  hope  you  will  want  to  come  back 
at  that  time.  If  I  didn't  feel  that  way,  I  wouldn't  be  here  talking  to  you 
today. 

19.  Now  to  wind  up.  Sometimes  we  have  to  cut  off  a  finger  to  save  a  hand. 
Here  at  Main  Line  there  is  real  hope  that  once  the  hand  has  been  saved, 
the  finger  can  be  restored. 

20.  I  have  great  faith  that  it  won't  be  too  long  before  we  begin  to  see  light. 
Just  keep  in  mind  that  Midway  was  a  bankrupt,  demoralized  organization 
only  eight  years  ago.  But  with  a  lot  of  hard  work,  drive,  and  imagination 
we've  been  able  to  bring  it  to  where  it  is  today. 

21.  We're  going  to  go  to  work  at  once  and  try  to  do  the  same  thing  for  Main 
Line. 

22.  You're  free  now  to  leave.  Goodbye  and  good  luck. 

President  Kramer's  Talk  to  Main  Line  Employees  Who  Remained 

March  6,  1958 

1.  I've  just  finished  doing  one  of  the  most  unpleasant  jobs  an  employer  has  to 
do.  I  have  been  meeting  with  46  of  your  friends  and  fellow  employees  to 
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tell  them  that,  as  of  today,  they  have  been  laid  off.  It  is  extremely  important 
for  all  of  us  who  remain  to  understand  why  this  has  been  done. 
2.  First  let  me  assure  you  that  today's  reduction  is  the  last  and  only  one.  There 
will  be  no  more  layoffs  in  the  future. 

{The  remainder  of  this  speech  was  similar  to  the  one  delivered  to  the  em- 
ployees who  were  laid  off.] 

Following  his  speech  Mr.  Kramer  introduced  "Tossin'  Tony"  Spaugh,  a  man 
familiar  to  the  nation  as  one  of  the  all-time  great  quarterbacks  and  a  star  for 
over  a  decade  with  the  Philadelphia  Eagles.  Mr.  Spaugh  was  a  vice  president  of 
a  leading  chain-store  company,  a  company  that  was  an  important  Midway  cus- 
tomer. Mr.  Spaugh  then  spoke  to  the  employees  of  his  confidence  in  the  Mid- 
way management  and  of  his  belief  in  the  future  of  the  company. 

Source:  Company  records. 

Exhibit  3 

MIDWAY  FOODS  CORPORATION  (B-2) 

March  10,  1958 

Draft 

Memo  to:  Clark  Kramer 
From:  Ben  Nagle 

Below  is  an  outline  of  what  we  accomplished  last  week  in  reorganizing  Main 
Line. 

MANUFACTURING 

1.  Staff  cut  from  a  total  of  106  people  to  a  total  of  60  people.  No  severance 
pay  was  paid  to  any  of  these  people. 

2.  New  plant  manager  hired  at  salary  of  SI  1,000  per  annum  [$6,000  less  than 
the  previous  manager  had  been  paid}. 

3.  All  purchases  of  raw  materials,  factory  supplies,  etc.,  put  on  a  day-to-day 
basis.  We  are  only  ordering  what  is  needed  for  current  production. 

4.  Production  line  converted  to  a  single-line,  one-shift  basis.  We  will  run  one 
product  for  a  week.  There  will  be  no  changes  during  the  week  in  the  basic 
item  manufactured.  We  will  limit  production  to  William  Penn  and  Liberty 
Bell  items  only. 

5.  All  inventories  of  raw  materials  not  used  in  Liberty  Bell  or  William  Penn 
analyzed.  Suppliers  of  these  obsolete  materials  contacted,  and  negotiations 
begun  to  sell. 

6.  Laundry  service  contracted,  and  new  arrangements  negotiated  with  resulting 
$1,700  rebate.  6 

7.  Terminated  warehousing  of  obsolete  packaging  materials.  Net  annual  sav- 
ings—$2,700. 

OFFICE 

1.  Staff  cut  from  17  to  4  people,  all  clerks.  In  addition  to  these  we  are  keeping 
three  people  on  the  payroll  for  another  week  or  so.  They  have  been  told  their 
services  have  been  terminated. 
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Exhibit  3 — Continued 

2.  Severance  Pay.  Personnel  with  service  of  ten  years  and  over — one-half 
month's  pay.  People  with  under  ten  years'  service — one  week's  pay. 

MARKETING 

1.  Main  Line  brokers  released,  replaced  by  Midway  brokers. 

2.  Advertising  appropriation  made  for  New  York  City  area — $10,000  [previ- 
ously zero] . 

3.  Eliminated  deal  offering  one  free  case  with  each  12 -case  order. 

4.  5^  William  Penn  withdrawn  from  entire  country  except  New  England.  10^ 
item  substituted. 

MISCELLANEOUS 

1.  Watchman  services  in  process  of  being  modified,  annual  savings  of  $10,000. 

2.  Personnel  fringe  benefits  which  were  eliminated:  nurse,  doctor,  delivery 
truck  driver. 

3.  Inventory.  We  believe  that  by  the  middle  of  this  week  we  will  sell  off 
finished  carry-over  stock  at  book  cost  or  slightly  below. 

4.  Financing. 

a)  Guarantee  National  Bank  &  Trust  Company:  We  checked  with  them 
for  a  line  of  credit  and  found  them  to  be  very  tough.  We  checked  with 
our  bankers  in  Chicago,  and  they  are  more  liberal. 

b)  Made  arrangements  for  additional  credit  on  purchases. 

5.  Building.  Repainting  Main  Line  and  William  Penn  signs  on  outside  of 
building— cost,  $500  to  $600. 

6.  Musack  service  eliminated,  with  savings  of  $1,200  per  year. 

7.  Neon  sign — upkeep  contract  eliminated. 

WAREHOUSING 

1.  Shipped  Main  Line  merchandise  to  Midway  warehouses,  thus  getting  Main 
Line  merchandise  in  ten  warehouses  instead  of  fifty  warehouses  all  over  the 
country. 

2.  Main  Line  Philadelphia  warehouse  set  up  to  ship  Midway  merchandise. 

3.  Main  Line  Chicago  warehouse  closed  down;  transferred  merchandise  to  Mid- 
way warehouse  in  Cicero. 

FUTURE 

1.  Heating.   We  will  try  to  switch  from  coal  and  gas  heating  to  oil  heating. 

2.  Office.  Will  try  to  lease  out  office.  If  leased  with  equipment,  at  $3.00  to 
$5.00  per  square  foot. 

3.  Office  Services.  In  near  future  we  will  eliminate  or  curtail  smaller  office 
services  such  as  credit  information  reports,  telephones,  subscriptions,  etc. 

Source:  Company  records. 
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In  February,  1959,  Midway  executives  reviewed  the  results  of  the 
first  year  of  operations  at  Main  Line  (see  Exhibits  1  and  2).  During 
the  year  sales  had  equalled  management's  'most  probable"  projections, 
and  manufacturing  costs  had  declined  55%,*  considerably  more  than 
had  been  projected.  As  a  result,  even  with  substantial  advertising  ex- 
penditures (not  projected),  Main  Line  had  shown  a  higher  profit  than 
had  been  expected  (see  Midway  Foods  Corporation  [B-l]). 

"AH  in  all,  things  have  gone  pretty  well  during  the  first  year," 
said  Mr.  Kramer.2  "There  were  a  few  places  where  we  might  have 
done  better,  and  we  are  going  to  have  a  meeting  in  the  next  couple 
of  weeks  where  we  sit  down  and  think  back  over  this — to  see  what 
we  can  learn.  I  want  the  meeting  to  be  just  a  general  review,  a  time 
when  we  try  to  sharpen  up  our  thinking." 

1  Calculation  made  by  researcher  from  company  records. 

2  Mr.  Clark  Kramer,  president  of  Midway  Foods. 
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Exhibit  2 

MIDWAY  FOODS  CORPORATION  (B-3) 
Main  Line  Balance  Sheets 
(In  Thousands  of  Dollars) 

February  28,  1958  February  28,  1959 

ASSETS 

Current  Assets: 

Cash   .  fT3 

a    $    13  $  24 

Accounts  receivable  (net)   107 

Due  from  Midway  Foods  

Claim  for  tax  refund   6 

Inventories  :* 

Finished  goodsf  $  231  $  326 

Raw  materials   162  199 

In  transit   39 

SuPPlies  •  8  440  "9  534 

Prepaid  expenses   yj  ^ 

Total  Current  Assets   $~~583  $~857 

Property,  plant,  and  equipment: 

Jfn,d.:   68  68 

Bu.Id.ngs.        .  ..  $  461  $  4S1 

Machinery  and  equipment   917  9^2  V 

Furniture  and  fixtures   23  23 

T  A  1       A  A  ■     ■  ^6 

Less:  Accumulated  depreciation   151        1^50  225  1  191 

Goodwill  (at  purchase  cost)   50  '  5Q 

TotalAssets   ^951  $2^166 

LIABILITIES 

Current  Liabilities: 

Accounts  payable   $   144  $ 

Accrued  liabilities   45  6Q 

Total  Current  Liabilities   $~189  33g 

Long-term  debt  to  Conglomerated   300  991 j 

Stockholders'  equity: 

Common  stock  $1150  $  375! 

Capital  surplus   777  861|  837 

Earned  surplus   (465)       i;462  (399) 

Total  Liabilities  and  Net  Worth   $1,951  $2~166 

*  At  lower  of  cost  or  market. 

t  Includes  finished  goods  inventory  in  all  12  warehouses. 

I  Reflects  change  in  cap.tal  structure  resulting  from  purchase  of  Main  Line  by  Midway  from  Conglomerated 
source:  Company  records. 


t:<*:<>tc<>t:<*:<*:<*:<*:<>t:<*:<*:<*:<*c^ 
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\  ^ 

On  February  14,  1959,  a  general  management  meeting  convened 
and  the  first  item  on  the  agenda  was  a  review  of  the  Main  Line  situa- 
tion. For  the  next  two  hours  Midway  executives  reviewed  the  events 
of  the  past  year.  Discussion  often  wandered  into  present  and  future 
operations  at  Philadelphia.  On  such  occasions  Mr.  Kramer1  brought 
the  conversation  back  to  the  review;  only  excerpts  from  the  review 
segments  of  the  discussion  are  presented  below. 

C.  Kramer:  Let's  sit  back  and  think  about  this,  review  it,  and 
see  what  we  can  learn.  Let's  see  what  we  have  done  during  the  first 
year,  see  where  we  are  satisfied  and  where  not,  and  see  if  there  are 
things  we  would  change.  Do  you  follow  me? 

B.  Nagle:2  Well,  I'll  start  it  rolling.  On  the  over-all  picture  I 
think  that  good  progress  has  been  made,  but  we  ought  to  look  back 
and  see  where  bad  progress  has  been  made.  I  think,  going  into  the 
deal,  we  did  think  we'd  do  much  better  in  the  William  Penn  line  than 
we  ended  up  doing.  But  what  have  we  learned  from  this?  Liberty 
Bell  is  much  better  than  we  thought  it  would  be. 

H.  Reiss:3  I  think  what  we  learned  from  William  Penn  is  what 
we  suspected  from  the  beginning.  It  would  be  a  long,  hard  pull.  There's 
nobody  around  waiting  for  us  with  open  arms.  I  think  another  year 
should  tell  a  pretty  good  story  as  to  whether  we're  going  to  be  able 
to  make  it  at  all  with  this  brand.  But  I  believe  we're  going  to  make 
it.  We  have  some  very  good  plans  for  next  year  for  advertising.  Shall 
I  go  into  it,  or  .  .  . 

C.  Kramer:    No,  I  don't  think  it's  important  here. 

#  #    #  # 

Milt,4  what  about  manufacturing  management  and  so  forth?  Have 
we  learned  anything? 

1  Mr.  Clark  Kramer,  president  of  Midway  Foods. 

2  Mr.  Ben  Nagle,  administrative  vice  president. 

3  Mr.  Hal  Reiss,  marketing  vice  president. 

4  Mr.  Milt  Lombard,  manufacturing  vice  president. 

712 


MIDWAY  FOODS  CORPORATION  (B-4)  713 

M.  Lombard:  Yes,  we've  learned  that  we  can  still  live  within 
the  realm  of  thinking  that  we've  had  with  Midway.  That  is,  not  spend- 
ing on  equipment  but  holding  on  and  going  forward  the  best  we  can; 
and  it's  possible  for  a  little  while  longer  than  it  seemed  12  months 
ago. 

C.  Kramer  :   Are  you  talking  about  management,  Milt? 
M.  Lombard:    Yes,  management.  We  don't  have  a  strong  posi- 
tion in  Philly. 

C.  Kramer:  I'm  saying,  looking  back  over  the  past  year  manage- 
mentwise,  have  we  learned  anything?  Did  we  make  any  errors?  Would 
we  do  the  same  thing  all  over  again,  or  what? 

M.  Lombard:  The  only  thing  that  we  might  have  done  better, 
and  this  of  course  can't  be  tested,  is  that  we  carried  a  few  people  that 
could've  been  eliminated  earlier,  and  this  was  paid  for  in  the  form  of 
higher  costs. 

C.  Kramer:  When  we  made  a  clean  break,  we  didn't  make  it 
clean  enough? 

M.  Lombard:    That's  right. 

#  #    #    #  # 

C.  Kramer:  What  about  the  plant  manager?  [The  plant  man- 
ager, whom  Mr.  Kramer  hired  four  days  after  the  acquisition,  had 
been  fired  in  January,  1959.] 

M.  Lombard:  The  plant  manager  was  a  lemon,  but  we  squeezed 
all  the  juice.  There  was  a  dirty  job  to  be  done  for  eight  to  ten  months, 
and  it's  nice  to  be  able  to  get  rid  of  him  with  the  stigma  with  him. 

C.  Kramer:  Well,  wouldn't  it  have  been  nicer  to  have  gotten 
a  guy  that  could've  been  strong  enough  to  have  overcome  the  stigma? 

M.  Lombard:  Well,  I've  examined  it  very  closely,  because,  if 
you  recall,  I  started  to  push  that  early  last  .  .  .  well,  the  middle  of 
last  year,  and  the  reason  I  relaxed  pushing  it  was  because  I  then  recog- 
nized there  was  this  dirty  job  and  we  might  as  well  use  him  as  long 
as  we  could. 

C.  Kramer:    So,  as  you  say,  it  wasn't  all  bad. 

M.  Lombard:    That's  right. 

#  *    #    #  # 

C.  Kramer:  I'm  inclined  to  feel  that  we  made  a  mistake  there, 
that  we  hired  him  too  quickly.  I  feel  that  in  looking  back  our  decision 
was  basically  right— that  we  didn't  need  a  candy  man.  But  we  just 
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hired  practically  the  first  guy  that  came  along,  and  we  didn't  spend 
enough  time. 

M.  Lombard:  We  couldn't  tell  whether  he  was  lazy  or  not.  This 
is  primarily  his  big  problem.  It  wasn't  that  he  was  stupid.  He  was 
lazy. 

B.  Nagle:    Could've  tested  him. 

C.  Kramer:  Well,  I  feel  we  moved  too  quickly.  If  we  had  de- 
layed, well,  a  matter  of  weeks  or  a  month  or  so,  I  suspect  we  could've 
gotten  the  right  kind  of  man  in  there. 

M.  Lombard:    But  again  .... 

C.  Kramer:  You  still  say  you  think  this  way  had  some  advan- 
tages— perhaps  you're  right. 

B.  Nagle:  You  know,  one  thing  I  don't  understand,  Milt — when 
you  say  we  had  dirty  jobs  to  be  done  and  this  man  took  all  the  stigma. 
What  was  the  dirty  job  to  be  done? 

M.  Lombard:  At  best  it  was  a  dirty  job  to  turn  a  country  club 
into  a  productive  organization.  Whoever  had  to  do  it  couldn't  be  a 
pleasant  person,  and  some  of  the  unpleasantness  was  apt  to  be  absorbed 
by  the  person  who  did  it. 

B.  Nagle:    Did  he  do  that? 

M.  Lombard:  Of  course  he  did.  But  the  thing  is,  he  did  it  with- 
out being  aggressive.  He  had  to  be  pushed  every  inch.  Fortunately 
he  took  on  the  stigma.  He  didn't  pass  it  back  up  the  line. 

B.  Nagle:  Well,  I  don't  see  where  there's  a  stigma  in  this.  It's 
good  American  business  to  get  a  buck's  worth  of  value  for  a  buck. 

M.  Lombard:  You  and  I  believe  that,  but  the  fellow  who  has 
to  deliver  it  doesn't. 

B.  Nagle:    I  think  every  American  feels  that  way. 

#    #    #     #  m 

M.  Lombard:  Look — reporting  on  time,  and  not  getting  extra 
money  by  coming  in  an  hour  early  and  sleeping  or  hiding  in  a  corner — 
well,  when  you're  told  that  you  can't  do  these  things  or  are  shown  you 
can't,  you  still  don't  accept  it  pleasantly. 

B.  Nagle:    Yeah,  but  there's  no  stigma  to  this. 

C.  Kramer:  Ben,  I'd  be  inclined  to  say  that  this  is  one  of  the 
things  that  we  all  .  .  .  well,  everyone  believes  in  for  the  other  fel- 
low. But  not  particularly  for  oneself.  I  agree  with  Milt,  in  other  words, 
that  no  matter  who  would  be  doing  this,  somebody  would  be  (pause) 
getting  a  "bad  press"  out  of  it,  shall  we  say. 

M.  Lombard:    I  don't  want  to  put  you  on  the  spot,  Clark,  but 
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having  people  come  in  at  16  minutes  before  nine  instead  of  14  minutes 
before  nine  isn't  going  to  make  a  world-shaking  difference  in  the  out- 
put of  an  office;  but  still,  from  a  morale  point,  those  two  minutes  are 
important,  at  least  so  it  seems  to  management.  So  that  whoever  has 
to  carry  that  order  out  is  making  a  big  deal  over  the  two  minutes. 

*     #     #     #  # 

C.  Kramer:  He  probably  won't  be  greatly  loved  by  the  people 
that  he  did  it  to,  it's  true.  However,  I  would  be  inclined  to  say  that  if 
we  had  had  a  really  strong  man  there  in  the  first  place,  he  could  prob- 
ably have  overcome  the  whole  thing  and  come  up  with  a  real  solid 
unit  that  was  pushing  along  better  than  it  is  today.  There  is  the  lack 
of  one  good  leader  out  there. 

B.  Nagle:  Then  he  could  have  done  it  faster,  and  we  could've 
saved  faster. 

C.  Kramer:  Possibly.  He  may  have  done  it  slower,  too,  that  is, 
deliberately.  Well,  we're  sort  of  in  disagreement  here,  but  I  think  at 
this  point  it's  not  too  significant.  We'll  take  a  look  at  this  particular 
thing  if  the  circumstance  ever  comes  up  again,  and  we'll  all  have 
learned  something  from  it. 

^fc         ^  ^ 

H.  Reiss:  There  isn't  anything  to  report  on  marketing.  The  results 
are  good. 

C.  Kramer:  Well,  the  thing  that  we  want  to  look  at,  Hal,  in 
our  whole  group  here  is  this.  We  took  another  company  and  we  ab- 
sorbed it  into  our  own  marketing  operation  .... 

H.  Reiss:    It  didn't  create  any  havoc. 

C.  Kramer:    Did  it  work?  Well? 

H.  Reiss:    Very  well. 

C.  Kramer:    Or  badly? 

H.  Reiss:    Very  well. 

C.  Kramer:    Fine.  Thats'  what  we're  trying  to  evaluate. 

H.  Reiss:  It  enhanced  the  prestige  of  the  company;  it  increased 
tne  sajej_oX_pro^tT^r^e  companj^It  may  have  taken  away  a  bit 
from  Midway  interms  oFthe  effortput  forward  .... 

C.  Kramer:    In  terms  of  a  couple  of  dollars  in  sales,  you  mean. 

H.  Reiss:  Yes.  Whatever  declines  we  have  on  Midway  or  what- 
ever increases  we  may  have  expected  that  didn't  materialize  may  be 
because  of  Liberty  Bell  and  William  Penn. 

C.  Kramer:    Certainly  you  wouldn't  say  that  the  loss  to  Midway 
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was  anywhere  near  what  the  gain  was  in  terms  of  the  total  vol- 
ume .... 

H.  Reiss:    That's  right. 

C  Kramer:    Or  in  terms  of  the  total  profit. 

H.  Reiss:  That's  right.  I  think  it  demonstrated  to  me  that  you've 
got  to  be  careful  of  these  things  because  of  the  effort  required  to  put 
three  new  brands5  on  the  market  in  one  year.  It  takes  a  lot  out  of 
the  efforts  that  you  can  give  to  support  the  brand  that  you  have. 

C.  Kramer:  Well,  would  you  attempt  again  to  put  three  new 
brands  on  the  market  in  one  year? 

H.  Reiss:  Never. 

C.  Kramer:    You  did  it  because  you  had  to. 
H.  Reiss:  Right. 


C.  Kramer:    Ben,  how  about  you?  On  your  end  of  the  business? 

B.  Nagle:  Well,  in  administration  I  think  it  has  worked  out  bet- 
ter than  I  thought  it  would,  definitely.  Main  Line  has  been  absorbed 
into  the  Midway  administrative  setup  somewhat  well.  I  feel  much 
better  this  week  now  that  the  P.W.  boys~^re~~heTe=^that's  the  Price 
Waterhouse  outfit.  They're  making  an  audit,  and  their  results  are  what 
we  forecasted,  particularly  in  the  area  of  inventory. 


One  weak  spot  is  that  we  still  have  a  way  to  go  in  cost  accounting. 
We're  just  starting  on  it.  The  other  weak  spot  is  on  ourTaw  materiafsT^ 
our  invejxtc>ry--eoritrol.  I  think  there  is  some  area  there  where  Philly 
records  and  Chicago  records  could  be  better  co-ordinated. 


But  overall  there's  actually  little  to  sum  up  on  administration. 
There  can't  be  too  much  of  an  administration  problem  now  because 
Main  Line's  administration  is  done  by  Midway.  In  other  words,  all  the 
billing  and  invoicing  and  bookkeeping  are  done  by  Midway,  and  the 
only  real  administration  left  at  Main  Line  consists  of  the  two  clerks 
out  in  Philly. 

C.  Kramer:    Any  other  things? 

[No  replies.]  Well,  from  my  point  of  view  I  would  say  in  general 
that  looking  backward  it  was  very,  very  competently_^lQaer--fec1r^e^~" 


5  The  two  Main  Line  brands  plus  Robin  Hood. 
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partment  took  over  its  own  job  and  wjth  very  little  fuss  and  fanfare 
com^t^iy--absQrhed  anotkerTompany.  And  not  only  absorbed  it  but 
cut  _dojwnjremejidoiisJy^^ 

I  think  each  of  you  ought  to  be  congratulated  on  doing  it  so  thoroughly 
and  successfully.  The  results  are  obvious  when  you  look  at  the  profit 
statement,  and  I  think  this  is  just  scratching  the  surface.  I  think  from 
now  on  it'll  go  very,  very  much  better.  And  it  was  a  good  test  of  our 
organization.  I  think  we  have  achieved~~a  certain  competence  that  we 
would  like  to  think  we  have  achieved.  I  think  this  was  the  acid  test 
to  show  whether  we  have  or  have  not  achieved  it. 

But  it  does  bring  up  the  question  of  how  much  further  we  can  go. 
Could  we  do  this  all  over  again  in  addition?  And  I  think  we  all  agree 
probably  not,  we  can't;  we  just  don't  have  enough  people  to  do  it. 
We're  bringing  in  the  fact  of  the  people  problem  all  over  again. 

#     #     #     #  # 

I  think  we  should  recognize  the  fact  that  at  the  moment  we're  up 
to  the  hilt  running  a  business  which  is  no  longer  a  small  business. 
While  we  can  run  it  as  we  are  running  it,  I  think  quite  comfortably, 
if  we're  going  to  try  to  grow  further,  we're  going  to  have  to  do  some- 
thing about  people. 


#    #    #    *  # 
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During  the  case  research  in  the  Pilgrim  Life  Insurance  Company, 
John  Scott  discussed  the  group  decision2  with  Messrs.  Peter  Marsden,3 
Thomas  Gray,4  William  Sperry,5  Roland  Everett,6  and  David  Ander- 
son.7 Each  of  these  executives  was  asked  to  reconstruct  his  thinking 
about  the  group  decision,  at  the  time  it  was  under  consideration.8  Paul 
Cannon9  was  present  during  Scott's  conversation  with  each  of  these 
men.  Excerpts  from  Scott's  notes  follow: 

Cannon:  Before  beginning  your  interviews  with  various  mem- 
bers of  the  committee  who  worked  on  the  group  insurance  decision, 
I  should  like  to  mention  the  conservatism  of  the  sales  projection  in 
the  report.  I  felt  it  was  too  conservative,  but  rather  than  extend  the 
study  further,  I  orally  stated  to  Messrs.  Lane,  Marsden,  and  Gray  my 
ideas  about  this  projection  and  others.  I  was  of  the  opinion  that  group 
business  would  most  likely  progress  at  a  faster  rate  than  was  projected. 
As  matters  have  turned  out  so  far,  our  sales  projections  were  too  con- 
servative. Let's  go  up  to  Bill  Sperry's  office. 

CONVERSATION   IN   MR.  SPERRY's  OFFICE 

Cannon:  As  I  told  you  Bill,  Mr.  Scott  would  like  to  review  with 
you  your  thinking  and  the  factors  that  influenced  you  in  arriving  at  a 
decision  to  favor  going  into  the  group  insurance  field. 

Sperry:  Well,  I'll  say  right  off,  that  the  factor  that  had  the  big- 
gest impact  on  me  was  the  importance  of  our  economic  function.  To 

1  All  names  have  been  disguised. 

2  See  Pilgrim  Life  Insurance  Company  (D) . 

3  Peter  Marsden  was  chairman  of  the  board. 

4  Thomas  Gray  was  president. 

5  William  Sperry  was  senior  vice  president  in  charge  of  investments. 

6  Roland  Everett  was  senior  vice  president  in  charge  of  agency  affairs  and  branch  of- 
fices. 

7  David  Anderson  was  vice  president  and  chief  actuary. 

8  Organization  chart  in  1949  before  addition  of  group  department  is  presented  in  Ex- 
hibit 1. 

9  Paul  Cannon  was  a  second  vice  president. 
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my  way  of  thinking,  the  only  excuse  this  company,  or  any  other,  has 
for  its  existence  is  that  it  serves  a  useful  function  to  the  public.  The 
fate  of  saddle  makers  or  blacksmiths,  for  example,  illustrates  this 
principle.  Although  they  were  once  very  important,  those  trades  are 
practically  nonexistent  today  because  they  no  longer  fulfill  a  public 
need.  When  we  made  this  decision,  I  very  strongly  remember  asking 
myself,  "What  is  the  function  of  insurance?"  In  my  opinion,  the  answer 
is  very  simple.  Our  primary  function  is  "to  protect  Mary  and  the  chil- 
dren." No  matter  how  you  look  at  it,  all  the  other  elaborations,  new 
types  of  policies,  and  fancy  clauses  all  boil  down  to  nonessentials. 

Looking  at  history  you  are  reminded  of  this  fundamental.  The  sim- 
plest form  of  insurance  was  burial  insurance.  Then  policies  became 
more  elaborate.  In  addition  to  paying  for  John's  burial,  the  insurer 
wanted  to  give  Mary  a  little  money  to  make  ends  meet,  when  she  came 
back  from  the  funeral.  Now  my  premise  here,  that  the  basic  purpose 
of  insurance  is  to  supply  this  social  need,  has  some  definite  implica- 
tions for  the  group  decision. 

Here  we  were,  one  of  the  biggest  life  insurance  companies  going 
along,  selling  only  to  individuals.  Group  had  come  up  several  times 
previously,  and  the  over-all  reaction,  mine  along  with  it,  was  always: 
why  should  we  bother  ourselves  with  group  insurance?  We  were 
doing  a  good  individual  business,  and  should  concentrate  on  that. 
Group  insurance,  in  most  of  our  minds,  was  very  close  to  industrial 
insurance,  and  we  wanted  no  part  of  that.  We  weren't  even  interested 
in  taking  a  look  at  the  possibilities  of  group  insurance.  We  had  forgot- 
ten "Mary  and  the  children."  You  know  that's  one  of  the  funny  things 
about  business — the  great  number  of  things  we  think  should  be  so, 
just  because  they  are  so. 

After  reading  the  group  report,  and  listening  to  the  committee  dis- 
cussion, I  began  to  look  at  the  question  from  the  other  side.  My  think- 
ing began  to  concentrate  on  the  importance  of  over-all  policyholders' 
benefits.  I  soon  came  to  agree  that  group  life  insurance  was  socially 
and  economically  good.  After  I  had  reached  this  point,  it  became  sim- 
ply a  process  of  considering  cost  estimates,  reserve  requirements,  and 
other  technical  aspects  of  the  decision.  We  had  to  do  a  full  job  includ- 
ing group  accident  and  sickness,  group  annuities,  and  the  rest  of  the 
policies  needed  for  a  full  group  product  line.  It  was  fortunate  we  made 
the  decision  when  we  did.  We  were  conscious  of  the  need  to  get  in 
there  and  go  all  out  on  the  job,  and  that's  what  we've  done.  Well, 
this  tells  you,  I  think,  how  I  felt  about  the  decision. 
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Scott:  For  a  time,  then,  in  your  thinking  there  was  almost  what 
amounted  to  a  mental  block  to  the  decision? 

Sperry:  Yes,  a  complete  mental  block.  I  had  opposed  the  deci- 
sion three  or  four  times  previously.  This  was  the  old  example  of  being 
absolutely  sure  things  were  right  just  because  they  were  so. 

Scott:    How  did  you  come  to  change  your  mind? 

Sperry:  Well,  over  a  period  of  time  I  thought  this  whole  thing 
over.  I  often  talked  about  it  with  Mr.  Marsden  and  Mr.  Gray.  It  was 
a  gradual  process. 

Scott:    What  made  you  decide  for  group? 

Sperry:  Well,  essentially,  my  answer  revolves  around  the  social 
and  economic  factors.  In  our  order  of  things,  social  implications  are 
far  reaching.  Either  we  were  going  to  exercise  our  will  and  get  into 
group  business,  or  we  would  miss  the  boat,  and  continue  without  pro- 
viding a  much  needed  service. 

Cannon:  One  of  the  key  factors  influencing  our  decision  was  the 
need  for  wider  insurance  protection  and  our  desire  to  participate  in 
helping  to  meet  this  need. 

Sperry:  Yes.  Private  enterprise  has  to  generate  through  business 
organizations  the  mechanisms  for  satisfying  social  needs.  I'm  not  re- 
ferring now  to  the  Robber  Baron  type  of  private  enterprise  but  re- 
sponsible private  enterprise  that  fulfills  public  need. 

Cannon:  In  making  the  decision,  we  had  a  deep  consciousness 
of  the  cost  of  insurance.  We  were  deciding  whether  to  undertake  to 
help  provide  an  inexpensive  type  of  mass  coverage  (group  insur- 
ance ) . 

Scott:  Because  of  this  inexpensive  coverage,  a  greater  number 
of  people  could  benefit  from  insurance? 

Sperry:  Yes,  group  is  low-cost  insurance  because  it  is  really  term 
insurance. 

Scott:  Am  I  right  in  saying,  then,  that  your  basic  reasons  for 
making  this  decision  were  of  a  philosophical  nature? 

Sperry:  That  was  one  of  our  basic  reasons.  We  wanted  to  do 
the  best  job  for  the  public. 

Scott:  Did  you  give  much  consideration  to  all  the  figures  in  the 
report  then? 

Sperry:  Oh  yes,  the  figures  were  very  important  after  I  had  made 
the  philosophical  decision.  Here,  in  a  mutual  company,  we  have  to 
make  sure  we  are  protecting  policyholders'  interests,  and  we  had  to 
give  this  proposition  a  very  cold,  hard  examination  from  the  policy- 
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holders'  view.  We  had  to  make  sure  the  rates  were  right,  and  that 
the  thing  was  organized  soundly  from  a  technical  viewpoint. 

Scott:  In  other  words,  you  had  to  reach  a  careful  balance  be- 
tween giving  people  benefits  and  maintaining  the  business  on  a  prudent 
basis.  Could  you  review  roughly  the  time  element  in  your  thinking? 

Cannon:  We  began  informal  discussions  in  March,  1950,  with 
two  or  three  meetings  each  week,  and  the  decision  was  made  in  June 
of  that  year. 

Sperry:  On  first  reading  the  report  I  was  still  against  going  into 
group  insurance.  I  picked  out  all  the  arguments  that  backed  up  my 
position  and  neatly  arrayed  them  in  a  very  impressive  row.  Then  on 
reviewing  my  thinking  I  began  to  change  my  mind  on  some  things. 

Scott:  How  do  you  think  your  opinions  changed  in  relation  to 
the  group  as  a  whole? 

Sperry:  I  would  say  that  my  thinking  was  probably  quite  close 
to  the  others.  It  was  remarkable  how  group  thought  seemed  to  flow 
along  evenly  as  a  whole. 

Scott:    Were  some  against  the  decision  even  at  the  end? 

Cannon:  Oh  no,  when  Mr.  Lane  polled  the  committee,  everyone 
was  in  favor  of  going  into  group  insurance. 

Scott:    Was  Mr.  Marsden  himself  for  or  against  the  decision? 

Cannon:  Well,  a  few  days  before  when  I  was  talking  to  him,  he 
indicated  he  wasn't  sure  which  way  he  would  vote.  He  said  that  he 
could  think  of  many  reasons  why  we  shouldn't  go  into  the  group 
field.  We  all  knew  there  were  many  advantages  and  disadvantages  to 
this,  right  from  the  very  first  meeting.  Everyone  was  agreed  that  it 
was  a  change  that  would  greatly  affect  all  parts  of  the  business.  It  was 
felt  that  we  would  become  more  competitive  all  the  way  down  the 
line.  There  were  many  other  major  factors.  The  seriousness  of  the 
whole  situation  was  very  apparent.  Everyone  knew  the  company  was 
facing  a  major  decision. 

Scott:    This  was  a  major  decision? 

Sperry:  Yes,  there  were  none  of  the  elements  of  empire  building 
in  our  thinking.  Because  of  limited  sales  at  first,  there  would  be  no 
great  immediate  increase  in  assets. 

Scott :    How  about  competition  as  a  factor? 

Sperry:  We  were  coming  to  a  point  where  we  couldn't  maintain 
our  position  without  a  full  line.  Because  group  insurance  was  becom- 
ing so  essential  to  the  economy,  any  company  that  did  not  provide  this 
type  of  policy  would  lose  on  individual  insurance  as  well. 

SCOTT:    Would  you  say  that  after  you  made  the  philosophical  de- 
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cision,  you  found  it  easy  to  rationalize  other  reasons  for  making  the 
decision? 

Sperry:  No,  I  don't  think  so.  After  we  made  the  philosophical 
decision,  we  began  to  take  a  hard  look  at  the  concrete  things  involved. 
This  had  to  be  a  "doable"  thing,  not  just  good  in  theory.  We  had  to 
take  a  good  hard  look  at  the  dollars  and  cents  questions  here. 

#     *     #     #  # 

[After  a  few  general  closing  remarks  Scott  and  Cannon  left  Mr. 
Sperry's  office  and  walked  up  to  Mr.  Anderson's  office.] 

Cannon:    Well,  you  got  it  exactly  the  way  he  saw  it. 

SCOTT:  Yes,  it  was  very  interesting  how  he  placed  great  emphasis 
on  the  economic  and  social  need.  He  seemed  to  be  genuinely  influ- 
enced too  by  the  cost  figures  and  the  technical  working  out  of  the  plan, 
once  the  philosophical  decision  was  made. 

Cannon:  Oh  yes.  You  shouldn't  get  an  oversimplified  version  of 
the  decision  process  in  this  matter.  That  would  be  very  easy  to  do 
because  you're  talking  to  these  fellows  at  a  time  when  they're  looking 
back,  and  some  of  the  factors  that  influenced  their  decision  may  have 
been  forgotten.  For  example,  the  details  and  the  technical  work — 
the  figuring  of  rates,  reserves,  and  other  operational  forecasting — were 
extremely  important.  It's  not  reasonable  that  all  these  details  would  be 
remembered. 

[At  this  point,  Mr.  Cannon  and  Mr.  Scott  arrived  at  Mr.  Ander- 
son's office.  After  introductions,  Mr.  Cannon  stated:] 

Cannon:  As  I  told  you,  Mr.  Scott  is  here  to  discuss  with  you  the 
factors  that  affected  your  thinking  about  whether  we  should  enter  the 
group  insurance  field. 

Scott:  That's  right.  I'm  interested  in  your  off-the-cuff  remarks 
about  how  you  felt,  and  how  you  thought  other  people  were  feeling 
about  this  group  decision,  at  the  time  it  was  being  made. 

Anderson:  A  committee  was  assembled  to  consider  the  group 
matter.  This  committee  represented  various  departments  of  the  com- 
pany. The  decision  came  after  tossing  the  ball  back  and  forth,  until 
we  reached  what  seemed  the  only  logical  conclusion.  Most  of  the 
pertinent  facts  were  set  forth  in  a  comprehensive  group  report.  Natu- 
rally there  was  some  conflicting  evidence  in  the  report,  because  Paul 
Cannon  got  the  information  from  many  different  sources.  That  is  to 
be  expected.  From  this  fund  of  information,  we  began  asking  questions 
and  discussing  the  issues  involved. 

To  me,  the  most  important  consideration  all  through  the  decision 
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was  the  fact  that  this  company  had  to  grow.  As  you  know,  it's  up  to 
the  actuarial  department  to  figure  out  what  to  charge  for  premiums. 
We  take  into  consideration  investment  returns,  mortality  rates,  and  a 
loading  factor  to  cover  expenses  of  acquisition  and  servicing  policies. 
In  a  mutual  company  our  work  would  be  done  perfectly,  if,  after  every 
single  one  of  our  policyholders  died,  our  total  charges  had  met  total 
cost,  so  that  there  was  not  a  penny  left.  In  order  to  service  policies 
at  a  reasonable  cost,  you  have  to  have  a  high  enough  number  written, 
in  order  that  the  overhead  is  divided  into  a  small  cost  per  policy.  This 
means  that  you  have  to  build  up  the  number  of  policies  serviced  to 
get  the  overhead  cost  per  policy  down.  I  guess  an  economist  would 
say  that  theoretically  you  could  reach  a  point  of  maximum  efficiency 
where  you  had  just  the  right  number  of  policies  to  operate  at  lowest 
cost  per  policy.  In  my  opinion,  you  can't  ever  reach  this  point  of  equi- 
librium. A  business  either  has  healthy  growth  or  it  is  losing  ground. 
There  is  no  point  of  stabilization;  you're  either  going  forward  or  back- 
ward. To  keep  agency  people  earning  more,  and  create  opportunity 
in  the  home  office,  you  must  grow.  It  is  fundamental  that  growth  is 
essential  for  a  company  of  this  type.  We  probably  should  have  been 
in  other  kinds  of  business — group,  brokerage,  and  pension  trusts — 
earlier,  and  thus  increased  our  growth  at  a  greater  rate. 

Although  a  host  of  things  confronted  the  group  committee,  in  my 
mind,  this  growth  factor  was  predominant.  One  of  the  things  that 
brought  me  to  this  conclusion  was  the  fact  that  our  percentage  share 
of  the  market  on  ordinary  life  business  had  been  dropping  for  several 
years. 

Of  course,  there  were  many  subsidiary  problems  to  be  considered  in 
this  decision.  An  important  one,  for  example,  was  the  limitation  of 
space,  which  had  been  acute  for  some  time.  Group  operations  have 
a  tendency  to  mushroom.  For  example,  the  group  operations  of  a  few 
companies  have  become  the  biggest  part  of  their  business. 

As  things  have  worked  out  we  have  saved  much  space  by  stream- 
lining existing  departments.  For  example,  we  redesigned  the  under- 
writing offices  and  introduced  new  equipment.  By  doing  this  we  saved 
several  hundred  square  feet,  thus  increasing  our  work  capacity. 

One  of  our  biggest  operations  is  the  index  division,  where  over  50 
million  cards  are  filed,  recording  amounts  of  insurance,  medical  his- 
tory, and  other  information  on  all  present  and  past  policyholders. 
Previously  these  cards  were  filed  in  long  rows  of  filing  cases.  Seventy- 
five  girls  worked  in  this  department  picking  out  and  filing  the  cards. 
My  assistant  in  charge  of  this  department  was  given  the  responsibility 
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of  working  with  our  procedures  people  in  developing  a  new  space- 
saving  system. 

After  investigating  many  different  methods,  they  decided  on  the 
Filefast  system.  It's  an  elaborate  device  of  files  on  rollers  with  mech- 
anisms that  make  the  files  very  accessible.  One  girl  sits  on  a  mechanized 
roller  chair  in  front  of  seven  or  eight  files  and  gets  back  and  forth  so 
easily  that  production  is  increased  and  effort  is  reduced  to  a  minimum. 
This  system  involves  real  responsibility.  Instead  of  one  big  job  requir- 
ing 75  girls,  we  were  able  to  reduce  the  number  of  girls  to  50,  and 
to  give  each  one  her  own  bailiwick,  for  which  she  was  responsible. 
This  solved  the  problem  of  card  loss,  misplacement,  and  other  errors 
encountered  when  everybody's  job  is  nobody's  job.  The  girls  were  all 
in  favor  of  the  change,  and  morale  shot  sky-high.  This  is  what  I  mean 
by  procedural  development.  We  are  also  investigating  further  use  of 
electronic  machines.  We  think  we  can  lessen  the  work  load  by  further 
adaptation  of  electronic  machines  in  the  insurance  end  of  the  business. 

In  addition  to  growth  and  space  problems,  I  was  also  concerned 
about  personnel.  Going  into  group  meant  that  we  had  to  employ  more 
people.  Our  need  for  additional  actuaries  would  be  great.  In  all  of 
Canada  and  the  United  States,  there  are  less  than  1,400.  I  knew  that 
a  group  department  would  have  need  of  a  number  of  them,  and,  as 
we  found,  the  group  department  did  need  more  actuaries  than  we  had. 

Cannon:  In  thinking  of  growth,  you  had  the  concept  of  service 
and  social  needs  in  mind,  didn't  you? 

Anderson:  Yes,  this  was  true  not  only  with  respect  to  group 
insurance  but  with  the  accident  and  health  business  also.  This  concept 
of  service  to  the  economy,  of  course,  ran  through  the  whole  decision. 

One  of  the  biggest  problems  an  agent  has  is  to  find  good  prospects. 
Once  this  is  done,  it  is  not  difficult  to  sell  the  whole  product  line  when 
the  opportunity  arises.  Of  course  the  market  for  group  insurance  and 
individual  insurance  is  not  always  the  same.  In  group  insurance  the 
agent  or  home  office  representatives  of  the  company  meet  with  the 
management  of  companies  that  are  considering  the  purchase  of  group 
insurance.  The  addition  of  group  insurance  to  our  product  line  broad- 
ened our  market  and  increased  our  agents'  sales  potential. 

An  important  motive  on  my  part  was  to  create  greater  opportunities 
for  people  not  only  in  the  insurance  operations  departments  but  in 
the  company  generally.  I  think  the  entrance  into  the  field  of  individual 
accident  and  health  insurance,  resulting  from  the  group  decision,  cre- 
ated even  more  opportunities  for  our  home  office  personnel  than  our 
entrance  into  the  group  business.  In  the  group  department  we  hired 
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mostly  new  people,  while  in  the  individual  accident  and  health  de- 
partment most  of  the  people  were  transferred  from  other  departments 
of  the  company.  This  is  a  great  morale-building  factor. 

Cannon:    This  goes  back  to  Mr.  Marsden's  theory  about  repot- 

10 

ting. 

Anderson:  Well,  in  my  opinion,  the  flower  is  more  important 
than  the  pot,  but  you'd  be  amazed  at  the  spirit  that  is  kindled  when 
people  move  up  into  newly  created  positions.  This  is  an  amazing  mo- 
rale-builder, and  I  wasn't  conscious  at  the  time  that  it  was  going  to 
be  such  an  important  factor. 

Scott:    Were  you  for  or  against  the  group  decision  at  first? 

Anderson:  I  often  found  myself  in  the  position  of  being  the 
devil's  advocate.  You  see,  I  felt  that  I  had  a  responsibility  to  raise  and 
emphasize  possible  disadvantages  to  the  plan. 

Scott:    Were  you  opposed  to  entering  group? 

Anderson  :  No,  I  was  on  the  fence.  I  was  conscious  of  the  possible 
disadvantages  to  our  own  operation  here.  I  knew  that  going  into  the 
group  business  would  require  more  actuaries  and  that  probably  we 
would  have  to  supply  at  least  some  of  them  from  the  actuarial  depart- 
ment. 

Scott:  Were  you  still  on  the  fence  at  the  end  of  the  committee 
meetings? 

Anderson:  No,  once  I  fully  understood  the  over-all,  long-term 
implications,  and  what  the  new  administration  was  trying  to  do,  I  was 
for  group.  However,  I  felt  that  there  were  enough  problems  that  we 
needed  to  study  it  for  a  year  or  so.  Unfortunately,  this  isn't  the  kind 
of  business  you  can  study.  You  can't  slide  into  it  in  a  small  way  and 
increase  participation  as  you  go  along.  Once  your  agents  start  writ- 
ing group  policy  applications,  you're  in.  They  have  to  be  processed 
with  speed  and  sound  judgment,  just  as  though  you  were  doing  the 
biggest  group  business  of  any  company. 

Scott:    When  did  you  get  off  the  fence? 

Anderson:  Well,  some  of  the  disadvantages  of  getting  into 
group  stuck  in  my  crop  until  right  near  the  end  of  the  series  of  com- 
mittee meetings.  This  reminds  me  of  something  that  my  mathematics 
professor  once  said.  One  day  he  was  writing  out  the  long,  complicated 
solution  to  an  actuarial  problem.  The  answer  covered  about  four  black- 
boards, and  as  he  was  rapidly  scribbling  down  the  figures,  he  turned 
around  suddenly  and  said  to  us,  "You  know  these  solutions  just  go 
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on  and  on  forever,  until  you  get  that  divine  moment  of  inspiration 
when  the  whole  thing  becomes  clear." 

I  had  the  same  kind  of  experience  when  I  was  working  on  a  civic 
project.  Many  different  people  from  varied  occupations  assembled  to 
consider  civil  defense  and  other  types  of  problems  that  would  be 
caused  by  an  atom  bomb.  Mr.  Robert  Oppenheimer,  then  in  charge 
of  atomic  development  at  Los  Alamos,  spoke  to  our  opening  session. 
He  said  something  very  profound.  It  takes  time  for  minds  to  start 
thinking  together.  He  said  that  because  of  our  varied  backgrounds,  in- 
cluding scientists,  businessmen,  and  several  others,  it  would  require 
approximately  four  months  of  gathering  information  before  we  could 
start  thinking  together  effectively.  Well,  he  was  right  almost  to  the  day. 
It  did  take  four  months  for  us  to  begin  thinking  together. 

Once  a  group  becomes  familiar  with  a  problem,  a  solution  emerges. 
Factors  related  to  the  problem  then  begin  making  sense  to  a  com- 
mittee. On  the  group  insurance  committee,  it  was  two  or  three  weeks, 
I  think,  before  convictions  began  to  emerge.  It  took  a  while  for  us  all 
to  think  the  same  way  about  the  nature  of  the  problem.  It  seemed 
that  we  all  felt  a  spirit  of  unanimity  at  the  same  time  in  the  meetings. 

Cannon:  By  the  time  Mr.  Lane  polled  everyone,  the  spirit  of 
unanimity  was  such  that  all  voted  in  favor  of  entering  the  group  field. 
It  was  therefore  recommended  to  the  board  of  directors. 

INTERVIEW  WITH   MR.  GRAY 

Scott:  Going  back  to  the  time  the  group  decision  was  made, 
could  you  recall  your  personal  feelings,  and  how  you  thought  other 
people  were  feeling  about  this  question? 

Gray:  Well,  I  had  mixed  feelings.  This  question  had  come  up 
periodically  during  the  past  several  years.  We  were  doing  well  in  ordi- 
nary insurance;  we  were  one  of  the  largest  ordinary  companies,  so  why 
not  let  well  enough  alone?  Why  not  continue  to  concentrate  our  pow- 
ers where  we  were  trained  to  do  the  job?  I  felt  that  getting  into  group 
insurance  might  mean  spreading  top-management  talent  into  fields 
that  were  not  our  primary  concern. 

However,  when  the  group  matter  came  up,  Messrs.  Lane,  Marsden, 
and  I  took  the  attitude,  "Let's  not  accept  the  old,  standard  objections, 
let's  take  a  fresh  look  at  the  facts  concerning  the  group  life  insurance 
business,  the  Pilgrim  Life  Insurance  Company,  and  whether  these  two 
might  be  combined  advantageously."  After  deciding  this,  Mr.  Marsden 
suggested  that  Paul  Cannon  make  a  complete  exploration  of  the  pros 
and  cons  of  the  situation.  From  this  decision  to  explore  the  question 
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grew  the  over-all  decision  as  to  whether  we  should  enter  the  group 
insurance  field. 

After  as  initial  period  of  discussion,  study,  and  exploration,  we  be- 
gan thinking  that  maybe  we  should  be  doing  the  full  job.  Times  had 
changed  since  our  earlier  decisions  against  group  insurance  had  been 
formulated.  Looking  ahead,  we  realized  large  companies  would  be 
rendering  the  maximum  amount  of  service  by  providing  the  type  of 
coverage  needed  by  the  average  insurance  buyer. 

At  times  Mr.  Marsden  and  I  thought  to  ourselves,  privately,  that 
we  might  be  rushing  in  too  quickly  where  older,  more  experienced 
hands  would  have  left  well  enough  alone.  We  thought  we  might  have 
been  short  on  consideration  of  some  of  the  reasons  against  entering 
this  field. 

Scott:    This  wasn't  a  one-sided  argument  then? 

Gray:  No,  I  did  a  good  deal  of  soul  searching  about  this  decision. 
Mr.  Marsden  and  I  both  had  some  fears.  Had  we  properly  evaluated 
the  advantages  and  disadvantages?  Had  we  anticipated  the  real  diffi- 
culties we  would  encounter?  Although  we  saw  a  real  opportunity  for 
service,  it  was  obvious  that  all  the  problems  were  not  apparent.  We 
realized  that  this  would  drastically  change  the  character  of  a  com- 
pany that  was  over  100  years  old.  This  type  of  decision  makes  you 
wake  up  in  the  middle  of  the  night  and  wonder  if  you  are  doing  some- 
thing that  is  for  the  better  or  not. 

Decisions  like  this  don't  come  from  a  great  focusing  of  brains. 
This  was  a  group-thinking  decision.  We  used  our  common  sense  and 
tried  to  anticipate  the  problems.  The  big  question  involved  the  change 
of  the  character  of  our  business.  I  wasn't  at  all  sure  of  the  answer  at 
the  time.  Historically,  this  was  probably  one  of  the  most  important 
decisions  that  has  been  made  in  our  company. 

Scott:    What  were  your  own  thoughts? 

Gray:  My  first,  and  strongest  reaction,  was,  "no!"  At  the  time,  I 
felt  we  had  all  the  work  we  could  handle.  We  were  in  the  middle  of 
major  changes  in  the  company.  I  doubted  whether  we  should  take  on 
anything  more  at  that  time. 

I  didn't  have  to  be  convinced  of  the  soundness  of  the  idea  of  Pilgrim 
Life  going  into  group.  My  thought  was,  "Let's  get  squared  around  on 
some  of  the  changes  being  made  now,  and  get  into  group  in  a  year 
or  two."  In  a  way,  I  knew  that  I  could  not  just  drop  present  problems 
and  take  this  up  as  a  new  problem.  You  can  replace  worries,  you 
know.  You  simply  get  something  new  as  the  center  of  your  attention, 
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and  relegate  a  seemingly  important  question  to  a  lesser  spot  in  your 
mind. 

Scott:    Did  you  change  your  opinion? 

Gray:  Yes,  my  thinking  finally  came  around  to  the  point  where 
I  thought  we  might  just  as  well  face  up  to  the  situation  and  get  in 
while  we  could.  There  was  a  timing  factor  here,  and  we  needed  to 
enter  as  soon  as  possible.  Once  I  had  faced  the  decision  of  Pilgrim 
Life  going  into  group,  I  wanted  to  see  us  enter  as  quickly  as  possible. 

SCOTT:    When  did  your  thinking  take  this  turn? 

Gray:  About  half  way  through  the  committee  meetings.  I  finally 
said  to  myself,  "If  this  is  good,  why  postpone  the  decision.  We're  late 
already;  don't  be  later."  Often,  making  a  decision  is  simple;  putting 
the  decision  into  operation  is  another  matter.  The  ramifications  of  put- 
ting the  group  decision  into  action  carried  into  all  sorts  of  areas — staff, 
space  problems,  integration  of  group  insurance  into  our  other  opera- 
tions, how  we  were  going  to  sell  our  agents  on  the  group  insurance 
business,  and  many  other  problems. 

Scott:  In  other  words,  some  of  the  practical  operating  implica- 
tions of  decisions  are  generally  more  important  than  the  theoretical 
or  philosophical  reasoning  put  together  in  the  pros  and  cons  of  taking 
a  course  of  action? 

Gray:  That's  right.  Operations  were  the  big  problem  here.  We 
gradually  developed  names  and  ideas  as  we  went  along  in  the  com- 
mittee meetings.  After  we  all  sensed  that  the  decision  was  a  real  possi- 
bility, we  mentally  filed  a  great  number  of  ideas  that  could  be  used 
in  implementing  the  decision. 

Scott:  Would  you  say  that  you  objected  to  this  decision  because 
of  the  operational  implication? 

Gray:    Yes,  if  I  faced  up  to  facts,  I'd  have  to  say,  "Yes." 

Scott:    The  integration  of  the  work  load  bothered  you? 

Gray:  Yes.  I  knew  I  would  share  the  responsibility  for  making  it 
work.  The  timing  bothered  me,  but  we  were  fortunate  in  getting  a 
good  man  to  head  the  department.  Paul  will  agree  with  me  when  I 
say  that  we  have  not  solved  as  yet  all  of  the  problems,  but  we  are 
making  substantial  progress.  For  example,  we  should  like  to  see  more 
agents  selling  group. 

The  organization  of  the  department  certainly  took  some  figuring  out, 
and  securing  the  right  top  man  was  one  of  our  biggest  jobs.  Another 
thing  has  been  the  integration  of  our  group  operations  with  our  pres- 
ent organization.  This  involved  many  relationships.  I  would  say,  gen- 
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erally,  that  the  major  problems  of  management  are  not  in  making 
decisions.  They  are  in  handling  people.  Some  of  its  problems  are 
little  ones,  but  working  out  practical  details  often  constitute  the  job 
of  top  management.  Getting  people  to  work  together  is  often  much 
harder  than  it  looks. 

Scott  :  Looking  back  on  this  decision,  would  you  say  there  were 
benefits  or  pitfalls  which  proved  to  be  greater  than  you  anticipated? 

Gray:  One  of  the  benefits  that  was  much  greater  than  any  of 
us  anticipated  was  the  factor  of  exciting  new  life  in  the  organization 
— new  people  came  in  with  new  ideas,  and  this  new  business  was 
dynamic.  Going  into  group  stirred  up  the  whole  organization.  In  sell- 
ing group  we  were  not  only  competing  with  other  group  companies 
but  also  with  our  own  ordinary  life  business.  Group  life  is  especially 
competitive,  and  some  group  is  sold  by  both  brokers  and  agents;  it 
has  had  a  stimulating  effect  on  our  agents.  And  competition  within 
and  without  is  always  healthy.  The  group  decision  also  led  us  into 
other  fields — individual  accident  and  sickness,  major  medical,  and 
small  group — which  were  all  necessary  to  fill  out  our  product  line. 
We  are  now  doing  a  good  group  business — perhaps  much  better  than 
we  had  a  right  to  expect  at  that  date.  I  am  sure  we  will  do  better  as 
our  experience  in  this  field  grows. 

At  this  point  the  interview  ended,  and  Mr.  Cannon  and  Mr.  Scott 
went  to  the  office  of  agency  senior  vice  president,  Roland  Everett. 
Conversation  there  was  as  follows: 

Cannon:  Roly,  I  told  you  that  Mr.  Scott  would  be  dropping  in 
to  see  you  today,  to  discuss  your  thinking  concerning  the  group  deci- 
sion, at  the  time  it  was  made. 

Scott:  Yes,  I  would  very  much  like  you  to  turn  the  wheels  of 
your  mind  back  to  the  time  the  group  decision  was  being  made,  and 
reminisce  about  the  feeling  you,  and  others,  had  about  this  problem  at 
the  time. 

Everett:  I'll  give  you  my  impressions  as  I  remember  them. 
Some  things  are  still  vividly  impressed  on  my  mind,  and  some  details 
I  have  forgotten. 

Scott  :  That's  exactly  what  I  expected.  Anything  you  can  tell  me 
will  be  a  great  help. 

Everett:  Well,  I  think  this  decision  was  more  difficult  for  me 
because  I  had  been  with  the  company  longer  than  any  other  of  the 
senior  executives.  I  had  34  years'  service  in  the  agency  end  of  the 
business.  You  might  say  that  I  had  worked  in  sales,  being  sales  man- 
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ager  for  many  years.  My  thinking  had  to  come  through  a  real  transi- 
tion. 

The  group  decision  had  been  brought  up  and  thoroughly  discussed 
on  two  previous  occasions  that  I  recall.  Like  many  other  decisions,  the 
controversy  had  been  settled  in  our  minds,  and  we  had  our  private 
walls  already  built  against  the  decision.  Our  thinking  was  that  there 
was  no  reason  for  us  to  go  into  the  wholesale  end  of  the  insurance  busi- 
ness. We  were  the  Tiffany  of  the  insurance  business.  We  had  been  sold 
on  some  things  that  weren't  so.  The  master  minds  told  us  that  the 
group  and  industrial  fields  were  well  covered;  all  the  big  group  cases 
had  been  written;  it  was  a  saturated  market.  I  had  been  in  the  field 
for  21  years,  so  I  knew  the  facts  of  life  about  mass  coverage.  It  had 
made  a  terrific  inroad  on  individual  ordinary  insurance.  My  background 
in  selling  told  me  that  they  were  wrong.  I  had  gone  on  record  as  a 
fieldman  many  times  for  mass-coverage  policies  in  the  company.  I 
looked  at  this  as  a  sales  manager. 

The  standard  reasoning  that  it  was  our  social  responsibility  to  enter 
the  group  field  was  not  important  to  me.  I  guess  I  made  as  many 
speeches  on  the  group  decision  as  anyone  else  in  the  company.  I  em- 
phasized this  in  each  speech,  but  privately,  in  my  own  mind,  I  could 
knock  that  argument  into  a  cocked  hat.  As  far  as  I  was  concerned,  the 
social  responsibilities  were  already  being  well  served  by  many  other 
companies.  My  opinion  is  that  it  is  impossible  to  operate  an  insurance 
company  on  the  "blue-collar"  market.  I  had  objections  to  industrial 
insurance  and  other  types  of  mass  coverages  because  we  had  gone 
through  a  long  process  of  upgrading  our  salesmen.  In  our  schools 
and  training  periods,  the  emphasis  had  been  away  from  the  type  of 
semi-industrial  business  that  some  companies  do  with  salaried  collec- 
tors. Ever  since  TNEC  findings,  our  agency  policy  had  tried  to  counter- 
act public  disapproval  of  insurance  sales  operations.  The  TNEC  stated 
that  there  were  too  many  agents  with  too  little  training,  too  little 
compensation,  and  too  great  a  pressure  from  the  head  office  to  pro- 
duce sales.  Here  we  developed  a  plan  to  train  our  salesmen  away  from 
this  class  of  business.  Their  compensation  was  increased,  and  we 
raised  their  sights  to  a  far  higher  class  of  clientele.  This  left  a  vacuum 
in  lower-income  prospect  coverage,  and,  as  a  result,  fewer  sales  were 
made  to  lower-income  people.  At  the  same  time,  our  share  of  the  mar- 
ket on  ordinary  insurance  was  falling  compared  with  mass-coverage 
companies.  The  lower-income  group  was  becoming  a  more  important 
market  because  insurance  coverage  was  spreading  out.  Compared  with 
this  reasoning,  that  argument  about  social  responsibility  isn't  worth 
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much,  especially  when  there  were  160  companies  selling  all  types  of 
mass  coverage.  The  social-economic  need  argument  didn't  ring  true 
to  me. 

Without  group  coverage,  we  were  in  danger  of  losing  a  whole  gen- 
eration of  ordinary  life  prospects.  Take,  for  example,  the  typical  col- 
lege graduate  lacking  business  experience.  This  young  man  has  seldom 
ever  purchased  a  life  insurance  policy.  He  is  usually  employed  by  a 
large  corporation,  and  when  he  joins  his  firm's  group  plan,  his  reac- 
tion to  the  group  insurance  company  is  quite  favorable.  In  addition,  he 
generally  thinks  the  management  of  his  company  is  very  wise;  there- 
fore, for  his  own  private  insurance  he'll  do  the  same  as  his  boss  did. 
As  a  result  of  this  process,  Pilgrim  falls  completely  out  of  the  picture. 
Going  on  with  my  example,  five  years  or  so  later  when  he  is  married 
and  has  a  family,  he  will  double  or  triple  his  coverage  and  Pilgrim 
has  no  chance  of  writing  the  business.  This  is  why  group  insurance  is 
extremely  important  to  me.  We  had  to  guard  against  loss  of  market. 
Because  of  this  group  experience,  I  saw  that  we  were  going  to  lose 
a  whole  generation  of  prospective  customers.  This  was  my  basic  reason 
for  voting  in  favor  of  getting  into  group  insurance. 

My  great  interest  is  in  our  sales  organization.  The  agency  operation 
and  its  underlying  philosophies  are  an  important  part  of  this  business. 
The  agency  department  helped  to  build  this  company  and  make  it  what 
it  is.  We  had  to  get  into  group  coverage  to  help  the  sales  organiza- 
tion. Now  this  thinking  may  be  incorrect,  but  it  is  still  my  primary 
reason  for  voting  to  go  into  the  group  business. 

Also,  the  group  business  gave  all  our  officers  an  exposure  to  mar- 
keting problems  that  otherwise  they  never  would  have  received.  Group 
is  a  highly  competitive,  glamorous  business,  in  which  the  big  policies 
come  to  the  attention  of  top  management.  We  sometimes  need  and 
do  use  their  help  in  establishing  contacts. 

Increased  recognition  of  the  fact  that  buyers  are  realistic  was  brought 
about  by  the  group  problem.  There's  more  "back  of  the  envelope  figur- 
ing" done  when  a  person  buys  insurance  than  most  people  here  are 
willing  to  admit.  Exposure  to  the  competition  in  the  dynamic  group 
business  was  an  important  influence  in  having  our  gross  premiums  on 
ordinary  life  lowered.  This  new  product  line  has  done  a  great  deal  to 
increase  our  business  this  year. 

As  a  condition  to  my  vote  for  entry  into  the  group  field,  I  read  a 
memo  stating  that  we  must  get  in  aggressively  with  a  complete  product 
line  including  accident  and  sickness,  and  medical  benefits  insurance. 
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We  were  fortunate  in  hiring  outside  experts  who  were  able  to  step 
in  and  capture  a  real  share  of  the  market  immediately. 

I  had  decided  in  favor  of  group  a  month  before  the  vote  was  taken. 
The  important  thing,  to  me,  was  to  enter  aggressively,  complete  our 
product  line,  and  make  a  success  of  the  venture.  Well,  these  are  my 
thoughts,  and  I  hope  they  will  be  helpful. 

MEETING  WITH  MR.  MARSDEN 

Scott:  Would  you  be  good  enough  to  discuss  with  me  the  various 
factors  which  led  to  the  decision  to  enter  group  insurance. 

Marsden:  I  can  give  you  many  compelling  reasons  for  not  enter- 
ing group,  but  there  are  also  many  compelling  reasons  why  a  company 
like  Pilgrim  should  enter  group  insurance.  For  example,  establishing  a 
new  department  of  this  kind  necessitates  a  substantial  investment  until 
the  operations  develop  to  a  self-sustaining  level.  The  fact  is  that  entry 
into  group  has  stirred  us.  It  is  highly  competitive,  and  keeps  our  people 
alert. 

My  first  reaction  to  group  was  negative,  because  I  had  read  an  out- 
side report,  written  by  someone  who  apparently  had  been  instructed  to 
arrive  at  a  negative  answer.  He  had  every  reason  why  a  company 
shouldn't  enter,  but  I  found  later  that  that  writer  personally  believed 
in  group  insurance.  Our  committee  talked  and  talked  about  it.  I've 
forgotten  how  many  meetings  we  held,  but  after  we  had  discussed  the 
matter  at  great  length,  it  finally  became  clear  that  we  were  all  of  one 
mind  in  favor  of  entering  this  business. 

Scott  :  Like  a  Quaker  meeting  where  a  sense  of  the  meeting 
finally  emerged? 

Marsden:  Yes,  that  is  how  we  worked  the  thing  through.  Then 
we  were  ready  to  come  before  the  board  with  our  recommendations, 
which  they  accepted. 

Scott:  I  take  it  there  really  wasn't  any  lengthy  discussion  on  this 
question  at  the  board  level? 

Marsden:  I  wouldn't  say  that.  The  review  committee  of  the 
board  reviewed  this  matter,  and  during  our  study,  periodic  reports  were 
made  to  the  board.  When  our  recommendation  was  submitted,  the 
board  approved  it,  accepting  our  reasoning  on  the  grounds  that  we 
knew  our  business  and  knew  what  we  were  doing. 

Scott:  I  gather  then  that  on  balance  your  personal  reasons  for 
entering  group  were  psychological  or  social,  or  something  of  that  na- 
ture? 
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Marsden:  Mr.  Gray  and  I  discussed  all  the  issues  involved  in 
this  matter.  We  discussed  to  what  extent  this  might  stimulate  busi- 
ness; whether  it  would  provide  yeast  for  the  organization;  the  prob- 
lems of  the  quantity  and  quality  of  people  we  would  need  to  recruit; 
whether  this  kind  of  business  would  establish  good  contacts  for  other 
kinds  of  business.  I  suppose,  it  would  be  fair  to  say  that  each  of  us 
finally  endorsed  the  proposal  for  entirely  separate  reasons.  One  of  the 
rules  of  our  meetings  was  that  no  one  would  be  held  responsible  at 
the  next  meeting  for  what  he  had  said  in  previous  meetings.  No  one 
would  have  to  defend  himself  at  the  next  meeting,  and  it  would  be 
easier  for  people  to  change  their  minds  and  viewpoints.  Because  of 
this,  most  of  the  discussion  was  frank  and  off  the  top  of  our  heads, 
but  we  did  work  our  way  through  to  unanimous  agreement.  We  then 
took  a  formal  vote  for  the  record.  My  own  previous  position  of  being 
opposed  to  group  was  changed  as  we  talked  the  question  out. 
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